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CHAPTER I
SEC LEGISLATION
For more than a century in America, investment
banking and security markets, fettered by few legal controls
save those common to all enterprise, functioned to finance
the enormous investment in capital goods required, first, by
the railroads and, later on, by the rapid development of
industrial companies.
CONDITIONS DEMANDING LEGISLATIVE CONTROL
Expansion in Security Trading
After the opening of the twentieth century, trading
on all exchanges waxed as consolidating and expanding manu-
facturing industries sought conversion from private companies
into publicly owned corporations. 1 The half century, 1892 to
1942, witnessed the increase of manufacturing and trading
companies listed on the New York Stock Exchange from 37 to
677. 2 In the years of unparalleled activity, 1924-1929, thou-
sands of new security issues, especially common stocks, raised
the daily volume of transactions on the large exchanges to
dizzy heights. The reported volume of stock transactions on
the New York Stock Exchange on October 24, 1929, was actually
1. Badger, R. E.
,
and H. G. Guthmann, Investment Principles
and Practices (New York, 1936), p. 12
2. May, George 0., Financial Accounting (New York, 1943)
p. 256
Digitized by the Internet Archive
in 2016 with funding from
Boston Library Consortium Member Libraries
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12,894,650 shares; five days later the reported volume was
16,410,030 shares. 3 The Liberty Bonds of the first World
War had made the American people "security conscious" but
not security-wise.
Limitations of State Control
Beginning with Kansas in 1911, nearly all the
states found it necessary to enact legislation designed to
protect the investing public. State laws varied widely.
Some merely required the perfunctory filing of a question-
naire. ^ These variations offered loopholes for the sale of
dubious securities: stock issued in one state might be sold
in another state which would not have allowed it issue.
Moreover, limitations of state jurisdiction were often a bar
to prosecution.^
The Great Crash
The collapse . From 1924 to 1929, security prices
mounted rapidly, rousing speculative interest. In these
years American investors purchased nearly $50,000,000 of new
£
securities, half of them worthless. The terrific rise in
stock prices in 1928 and 1929 had all the earmarks of manipu-
3. New York Stock Exchange, Correspondence, April 14, 1947
4 . Jordan, D. F. , Jordan on Investments (New York, 1941),
p. 15s
-
5. Moulton, H. G.
,
Financial Organization and the Economic
SystemTNew York, 1938), p. 235
6. Tenth Annual Report of the Securities and Exchange Commis -
sion (Washington, 1945 ) , p. 14
t
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lation. In September, 1929, prices began to slip. The great
collapse came in October, with world-wide liquidation of secu-
rities involving tremendous financial losses. Fictitious
values were wiped out with disastrous results to people in
all walks of life. When stock prices reached their lowest
7in November, they were but readjusted to a sane level.
Causes of the catastrophe . Among the more potent
influences were the speculative frenzy that drove amateur
investors and professionals to the stock market rush and the
Florida land boom; the complicated pyramiding of holding cor-
porations; the distribution of unsound stock dividends; and,
over all, an atmosphere of unwise optimism encouraged by re-
g
assuring statements from high places in Washington. But
the leading role in the great crash must be attributed to
the deflation of income in the raw-material-producing areas
of the world. American corporate enterprise could not escape
when the very foundations of international credit were under-
9
mined. Absolute safety cannot be promised even the best of
securities when the whole capital mechanism is threatened.
Popular agitation . The temper of the times demanded
Federal action. Semi-popular literature, of which WALL STREET
7. Silberling, N. J.
,
The Dynamics of Business (New York,
19437, P- 303
8. May, Ceorge 0., "Improvement in Financial Accounts,"
Journal of Accountancy
. 63:342, May, 1937
9. Silberling, N. J., ojd. cit
. , p. 304
.<
.
.
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AND MAIN STREET, by William Z. Ripley, 1927, is an example,
indicated faulty financial practices and the need for correc
tive control. An indignant American people insisted on gov-
ernmental regulation. A pamphlet written in 1849, ascribed
to Lord Overstone, aptly describes the situation after the
crash of 1929:
Whenever the fingers are burned, a cure
is always lustily called for by those who have
been burned the most severely, and their object
in this, as in the diversion that has hurt them,
is always the same—they call for the appoint-
ment of a government officer, who shall from
time to time regulate how they shall hold their
hands to the fire without being burned. u
Senatorial investigations . In response to the
popular demand, the Senate launched an elaborate system of
investigations which brought forth the inadequacy of pub-
lished information in many of the cases reviewed. 11 This
concealment was not so widespread, nor were the standards of
financial statements so deplorably low as might be inferred
from the somewhat drastic measures of the subsequent legis-
lation. It is true that the reports of some well-known
companies had remained inadequate, and that auditors were
expected by managements to accept engagements of limited
scope. It is also true that the average reader was more con
fused than enlightened by the lengthy and involved qualifica
10. Overstone, Lord, quoted by George 0. May, Financial
Accounting (New York, 1943), P* 57
11. Guthmann, H. G., The Analysis of Financial Statements
(New York, 1942T p. 6
-
-5-
tions of many accountants* certificates. On the other hand,
the example of the full and detailed reports of the United
States Steel Corporation was followed by other companies in
growing recognition of the stockholder* s right to more com-
12plete financial information. Inadequate and misleading
statements played but a minor role in the catastrophe of 1929.
For too many investors, the ticker tape is the sole source of
financial information.
In legal circles for many years there had been a
common-law trend toward increasing the auditor’s responsibili-
ty to interested third persons. Historical perspective per-
mits one to see now that there was a trend toward financial
13
regulation even during the lush years of the 1920* s. Fed-
eral security legislation was the logical culmination.
BASIC LEGISLATION
The Securities Act of 1933
On May 27, 1933, Congress passed the Securities Act
under the pressure of public indignation, excited by tremen-
dous losses and whetted by the results of the Senatorial
investigations.
Objective . The primary objective of the Securities
12. May, George 0., "Improvement in Financial Accounts,”
Journal of Accountancy
, 63:341, May, 1937
13. Taylor, J. R.
,
**Some Antecedents of the Securities and
Exchange Commission,” Accounting Review
,
16:188, June, 1941
'<
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Act is to protect investors by requiring full and fair dis-
closure of all material facts concerning new security issues
publicly offered for sale in interstate and foreign commerce
and through the mails, and to prevent fraud in such sales.
^
Congress aimed at getting "the truth in securities." The Act*
embodied the Gladstonian principle of full disclosure as a
means of protecting the investing public: securities need not
be labeled good or bad, but adequate and accurate information
concerning them must be circulated at the time of the orig-
15inal issue. The tone of the Act was punitive: specific
requirements were prescribed and extremely heavy penalties
were imposed for failure to disclose all material informa-
tion, whether or not prescribed.
Scope of the Act . The Act applies to all new
issues of stocks, bonds, debentures, or notes, with these
exceptions: those issued or guaranteed by the federal, state,
or municipal governments; the issues of national or state
banks, of non-profit organizations, of common carriers; cer-
tificates of receivers; short-term commercial paper; issues
of less than #100,000, or having a maturity of less than one
year; private offerings of securities; brokerage transactions
undertaken on unsolicited customers 1 orders; and exchange in
14. Securities Act of 1933 . Preamble
15. Brown, P. H.
,
"The Federal Regulatory Commissions,"
Accounting Review, 18:246, July, 1943
.:
<
t
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6
corporate reorganizations without commission.
Specific requirements . The provisions of the Act
are far-reaching: before an issue may be offered to the pub-
lic, there must be filed with the Commission a registration
statement, including a declaration of corporate structure
signed by the principal officers and a majority of the board
of directors, financial statements certified by an independ-
ent accountant, underwriting agreements, opinions of counsel,
and other items, all of which involve liability, civil and
criminal, for those who sign such statements or permit their
names to be used therein. The fiduciary relationship was
made the standard of reasonable care; failure to maintain
this standard meant culpable negligence. The framers of the
Act intended to require a guarantee of the completeness and
accuracy of the information furnished by all who participated
in its preparation. At that time, the Federal Trade Commis-
sion was entrusted with the administration of the Securities
Act.
Modification of the Act. Serious objections were
made to the rigidity of the Securities Act of 1933, and.
especially to the extent of liability imposed upon all signa-
tories. As first passed, the Act made compliance virtually
impossible. Consequently, the Securities Exchange Act, June,
16. Securities Act of 1933 . Sections 2 and 4.
-C
-8 -
1934, embodied some modifications of the Securities Act of
1933* The standard of reasonable care was changed from that
of fiduciary relationship to the degree of care of a prudent
man in the management of his own property. The time allowed
for action to enforce liability was reduced from ten years to
three years from the date the security was offered to the
public.^
The Securities Exchange Act of 1934
The Securities Exchange Act may be regarded as the
logical supplement to the Act of 1933* The chief feature of
the Act was the creation of the Securities and Exchange Com-
mission, to be composed of five members appointed by the
President with the advice and consent of the Senate. These
Commissioners hold office for a term of five years, the term
lg
of one Commissioner expiring each year. This Commission
was charged with the administration of the Securities Act of
1933 and the Securities Exchange Act of 1934, and given wide
discretionary powers in the administration of both laws.
Objectives of the Act of 1934 * The Securities Ex-
change Act was designed to restrict credit used in security
trading, to regulate the stock exchanges, and to control the
over-the-counter market. It aimed to eliminate manipulation
17. Amendments to the Securities Act of 1933 , Sections 205
and 207
18. Securities Exchange Act of 1934 . Section 4
..
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and other abuses, and to maintain fair and honest securities
19
markets.
Scope of the Act . The new law provided for the
registration with the Securities and Exchange Commission of
all exchanges, and forbade the operation of any unregistered
exchange unless specifically exempted by the Commission be-
cause of the limited volume of its transactions. The Act
placed the control of credit extended by investment houses
and commercial banks, to be used in trading in securities,
with the Board of Governors of the Federal Reserve System.
To this Board was given the power to change the initial mar-
gin requirements.
Specific requirements . All companies which list
securities on registered exchanges are required to file regis-
tration statements with the Commission and, by periodic re-
ports, to keep the information on file reasonably current.
One of the most significant requirements prescribes
a monthly report of changes in ownership, to be filed by
officers, directors, and holders of more than ten per cent
20
of any class of security. Profits on the sale and pur-
chase, or purchase and sale, by such persons, within six
months, may be claimed by any stockholder for the benefit
19. Ibid., Section 2
20. Ibid., Section 16
<,
.
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of the company. This provision reduces the likelihood of
unfair use of inside information, since profits accrue to
the company but losses must be borne by the holder.
Perhaps the most important prohibition in the Act
is that forbidding stock exchange manipulation. It is declared
unlawful to effect fictitious transactions, to create a mis-
leading impression of active trading, or to employ "any manipu-
21lative or deceptive device or contrivance.”
Enforcement . In the enforcement of the Securities
Exchange Act, the Commission has succeeded in reducing specu-
lative activity in securities. The Commission scrutinizes
the ticker tape and, from time to time, has prosecuted manipu-
lators. From July 1, 1934, to June 30, 1944, SEC commenced
166 formal investigations of manipulations; these resulted in
many injunctions, jail sentences, and expulsions from exchange
membership. 22 It should be noted, however, that all these
regulatory measures were not able to prevent the catastrophic
decline of the stock market in 1937, a break in prices quite
as sharp as that of 1929. Recently, stock market activities
have caused grave concern. There are some who believe that
we have no assurance that we shall not see a repetition of
the "mad twenties” only on a larger scale.
21. Ibid., Sections 9 and 10
22. Tenth Annual Report of the Securities and Exchange Com-
mission
, p. 66
23. Moulton, H. G.
,
op. oit
., p. 238
l*
<
• t
.
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HOLDING COMPANY LEGISLATION
Conditions Requiring Legislation
Complex capital structure * The typical holding com-
pany system consists of pyramids of companies held together
by the stock of the top holding company which rests on the
common stock of the operating companies, while the bonds and
preferred stocks of the system are held by the investing pub-
lic. The complex capital structure affords many opportunities
for the manipulation of accounts and finances, and for the
diversion of profits or losses, to the detriment of the invest-
ing public. Small changes in the earnings of underlying com-
panies become magnified when applied to the holding company
securities, but small losses are equally distorted.
Holding company empires . During the 1920's, hold-
ing companies had been creating extensive utility empires,
irrespective of any economic or functional relation. By 1932,
the eight largest utility holding companies had obtained con-
trol of plants furnishing approximately 73$ of the electric
power used in the United States. ^
Investigations . From 1928 to 1934, following a
Senate Resolution, the Federal Trade Commission made a thor-
ough study of electric and gas utility holding companies
—
24. Tenth Annual Report of the Securities and Exchange
Commission
,
p. 84
• •
<
...
<
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"the most thorough investigation of an American industry that
has ever appeared. The results filled 101 volumes. Another
study, made by the House Committee on Interstate and Foreign
Commerce, was reported in six volumes.
The National Power Policy Committee reported these
findings:
The growth of the holding company systems
has frequently been primarily dictated by pro-
moters 1 dreams of far-flung power and bankers 1
schemes for security profits, and has often been
attained with the great waste and disregard of
public benefit which might be expected from such
motives. Whole strings of companies with no par-
ticular relation to, and often essentially uncon-
nected with, units in an existing system have
been absorbed from time to time. The prices paid
for additional units not only have been based
upon inflated values but frequently have been run
up out . of reason by the rivalry of contending sys-
tems. 2°
Abuses . The chief abuses involved the issuance of
securities upon the basis of unsound asset values, or under
circumstances which subjected the public utility company to
the burden of supporting an overcapitalized structure; the
imposition upon the subsidiary of excessive charges for serv-
ices and materials; holding-company control of the account-
ing practices and other policies of the subsidiary; extension
of holding companies without coordination of related operating
properties; lack of economy, efficiency, and of effective
25. Ibid
.
,
p. 83
26. Ibid
.
,
p. 85
'-
.
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27public regulation of public utility companies. ' In a mes-
sage to Congress, March 12, 1935, President Roosevelt de-
clared:
Regulation has small chance of ultimate
success against the kind of concentrated wealth
and economic power which holding companies have
shown the ability to acquire. .
The dangers inherent in the fair-weather capital
structures of the systems are indicated by data on bankrupt-
cies and defaults. From September 1, 1929, to April 13, 1936,
fifty-three utility holding companies and thirty-six utility
subsidiaries went into receivership or bankruptcy, involving
a total of about 2.2 billion dollars of outstanding securi-
ties. 7 Public investors and consumers of such industries
suffered heavily.
Public Utility Holding Company Act of 1935
Objective . The Public Utility Holding Company Act
was passed for the express purpose of eliminating the abuses
resulting from the pyramiding device and the arbitrary "write-
up” of the assets, which had permitted concentration of con-
30
trol of the public utility industry with a minimum investment.
The major objective was to achieve a balanced capital structure
27. Public Utility Holding Company Act of 1935 . Section 1
28. Tenth Annual Report t SEC, p. 83
29. Ibid .
,
pp. 86-87
30.
Public Utility Holding Company Act of 1935. Section 1 (c)
‘«
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with a substantial amount of common stock equity, to provide
a measure of insurance against bankruptcy.
Scope . The Public Utility Holding Company Act of
1935 provides for the registration of holding companies, in
Section 5; for the supervision of parent and subsidiary secu-
rities, in Sections 6 and 7; for the supervision of dividends
and intercompany transactions, in Section 12; for the supervi-
sion of accounting practices, in Section 15.
The famous "death sentence" is found in Section 11
which limits the holding company system to an integrated sys-
tem, and requires corporate simplification and equitable dis-
tribution of voting power. "Great-grand-fathers" in the sys-
tem are to be eliminated. Systems embracing more than three
layers must be reorganized to comply with the law. Public
sale or reorganization with other systems may be required.
The Act states that it is the duty of the Commission to re-
quire each registered holding company "to take such action
as the Commission shall find necessary in order that such
holding company shall cease to be a holding company with re-
spect to each of its subsidiary companies which itself has a
subsidiary company which is a holding company. The validi-
ty of this clause has been upheld by the Supreme Court.
Special features . The striking contrast between
31. Public Utility Holding Company Act of 1935 . Section 11 (2)
I
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the power to pass upon the soundness of securities, given to
SEC by this Act, and the noncommittal view of soundness pre-
scribed by the Securities Act of 1933, raises the issue:
Should SEC pass on the soundness or probable safety of new
security flotations? The principle embodied in the Securi-
ties Act of 1933 is less hampering to the development of new
32
enterprises through the use of venture capital.
SEC is given authorization, in Section 15, to pre-
scribe uniform accounting practices. Uniform systems of
accounts for public utility holding companies, and for mutual
service companies, were issued in 1936.
Section 12 declares it unlawful for any registered
holding company or its subsidiary to make any contribution in
support of any political party or any committee or agency
thereof, or any candidate for public office, "by use of the
mails or any means or instrumentality of interstate commerce,
or otherwise, directly or indirectly."
Enforcement . Voluntary plans for simplification of
holding company systems have been encouraged and have accom-
plished much. Integration proceedings have been instituted
in regard to the major holding systems. By June 30, 1946,
the Commission had issued 31 orders directing simplification;
3346 cases were pending. The effect has been to substitute
32. Atkins, W. E.
,
and others, The Regulation of the Security
Markets (Washington, 1946) pp. 96-99
33* The Work of the Securities and Exchange Commission
. 1946,
’
P- 7
-.
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sound structure with fair distribution of voting rights for
top-heavy structure where those who supplied almost all the
capital had no voting power. ^ In all of these reorganiza-
tions, investors have been fully protected and measures have
been taken to prevent the "dumping" of securities upon a mar-
35ket unable to carry them.
Under Section 15 of the Act, attention has been
given to the elimination of inflation in property accounts,
either by direct write-offs or by amortization programs.
Correct accounting for depreciation has been a major issue:
more adequate depreciation reserves have been required.
Conclusion
The Public Utility Holding Company Act of 1935 is
a statute of very broad purpose, vesting in the Commission
extraordinarily wide discretionary powers to shape the finan-
cial structure of holding companies and their subsidiaries.
Since the Act contemplates the elimination of holding com-
panies, it contemplates also its own destruction. 27 In the
administration of this Act, it has been the policy of the
Securities and Exchange Commission to recognize State Commis-
sions and to work cooperatively with them.
34» Tenth Annual Report , SEC, p. 96
35* Ibid., p. 92
36. Ibid .
,
p. 101
37. Public Utility Holding Company Act of 1935 . Section 1 (c)
.
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OVER-THE-COUNTER LEGISLATION
Revision of Section 15 , Act of 1934
In 1936, by the revision of Section 15, the Securi-
ties Exchange Act of 1934 was amended to provide some measure
of control of over-the-counter markets. This revision made
the rule-making powers of the Commission more definite, pro-
vided for the registration with the Commission of brokers and
dealers, and prohibited manipulation and other fraudulent
practices. Such regulation had been intended in the original
Act, but the terms were so general that the field of regula-
tion was not sufficiently defined. Unique opportunities for
abuse had existed in these markets which became more active
since business tends to flow from regulated to unregulated
areas. Investigations of the Commission had uncovered fraudu
lent operations of bucket shops and tipster sheets and other
fraudulent practices.
Maloney Amendment
, 1938
Dealer associations . The Maloney Amendment added
a new section, 15 A, to the Securities Exchange Act of 1934,
giving legislative sanction to the formation of associations
of over-the-counter brokers and dealers along lines similar
to those of the securities exchanges. The importance of mem-
bership in such an association lies in the restriction that
members may not deal with nonmember brokers or dealers on
terms more favorable than those granted to the general public
t
-18-
NASD . At present, the only registered association
is the National Association of Securities Dealers with a mem-
bership of 2,600 dealers in unlisted securities, representing
about 90°jo of those eligible for membership. 0 ® The Association
is self-regulatory but its decisions are subject to review by
39the Commission.
Enforcement . Up to June 30, 1946, the Commission
had ordered ten suspensions from NASD membership, had denied,
suspended, or revoked the registration of 244 brokers and
dealers, and had caused 15 to be suspended or expelled from
exchange membership.^0 In many cases, these penalties were
imposed for flagrant abuses disclosed during inspection of
the brokers 1 books and records by accountants attached to the
regional offices.^1 On June 30, 1946, there were 4,200 brokers
and dealers registered with the Commission.
Proposed Legislation
Further regulation of the over-the-counter markets
is contemplated in a bill recently introduced in Congress.
This bill recommends the addition of a new subsection (g) to
Section 12 of the Securities Exchange Act of 1934, requiring
38. Atkins, W. E., and others, ojd. cit
.
,
p. 73
39. Securities Exchange Act of 1934 . Section 15 A (g)
40. The Work of the Securities and Exchange Commission
, 1946,
p. 6
41. Tenth Annual Report
,
SEC, p. 73
.
-1
.
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companies "which are engaged in interstate commerce or in
business affecting interstate commerce, or the securities of
which are regularly traded in interstate commerce, to regis-
ter with the Commission such of their securities as are not
registered for trading on an exchange."^2 While only about
1,000 companies fall within the scope of the proposed amend-
ment, this group is economically important, comprising the
larger corporations whose unregistered securities are now
traded exclusively in the over-the-counter markets.
OTHER SECURITIES LEGISLATION
Chandler Act, 1938
The United States Bankruptcy Act of 1938, commonly
referred to as the "Chandler Act," prescribes, in Chapter X,
the legal procedure for corporate reorganization. If the
scheduled indebtedness exceeds $3,000,000, the judge is re-
quired to submit to the Securities and Exchange Commission
the plan or plans which he considers appropriate. The Com-
mission serves as independent, expert adviser to the district
courts. Since the judge is not in a position to make a com-
prehensive study of the debtor’s financial history and present
condition, and the Commission is well able to do so, the re-
port of the Commission is filed with the Court and distributed
among the creditors and stockholders, and is a decisive factor
42. A Proposal to Safeguard Investors in Unregistered Securi-
ties
,
(Philadelphia, 1946) p. 23
.’
.
r. \
.
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in the acceptance or rejection of the plan proposed. Even in
proceedings in which the Commission is not a participant, the
trustee must submit to the Commission copies of all reports.
^
Because of the predominantly local character of reorganiza-
tions, this work is handled chiefly by the Commission’s re-
gional offices.
Trust Indenture Act of 1939
The Trust Indenture Act marked another step in the
extension of government control over securities. Investiga-
tions had revealed that the trustee was often more concerned
about the interests of the debtor corporation than he was
eager to protect the interests of the bondholders. This Act
requires that at least one of the trustees be a corporation
with a minimum capital and surplus of $150,000, and that
trustees be free of "conflicting interests.” The Act imposes
high standards of conduct and responsibility, precludes pref-
erential treatment of claims, and provides for reports to
investors.
^
Investment Company Act of 194-0
The Investment Company Act regulates the activities
of companies engaged primarily in the business of investing,
4-3* United States Bankruptcy Act of 1938
.
Section 167
44» Atkins, W. E.
,
and others, ojo. cit .
.
pp. 85-87
-.
-
1
. t .
.
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reinvesting, and trading in securities—companies whose secu-
rities suffered most in the years immediately following 1929.
The statute resembles the Public Utility Holding Company Act
in many respects: it is very long, extremely involved, and
brings a wide variety of activities under control. It regu-
lates the minimum size of investment companies, determines
the circumstances under which securities may be issued, and
places limitations on the future pyramiding of investment
company systems. Transactions between affiliates are either
prohibited or subject to approval by the Commission. The Com-
mission may apply to the courts for orders seeking the removal
of officials who have abused their trust, and for orders en-
joining the consummation of plans unfair to security holders.
On June 30, 1946, there were 361 investment companies regis-
tered with the Commission.
^
Investment Advisers Act of 1940
The Investment Advisers Act requires persons en-
gaged in giving advice regarding securities to register with
the Commission and to give information about their operations,
their qualifications, and the scope of their authority over
their clients 1 funds. The anti-fraud provisions of the Act
prohibit the use of any device to defraud the investor, and
require disclosure to the client of the adviser 1 s own interest
45. The Work of the Securities and Exchange Commission . 1946,
" pp. 9-10
.t
.
.
«
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in any transaction for the client. Moreover, advisers may
not enter into contracts providing for their remuneration on
the basis of the appreciation of the client* s funds. On
June 30, 1946, there were 853 investment advisers registered
with the Commission.
^
SUMMARY OF THE FEDERAL REGULATORY ACTS
All of the Acts administered by the Securities and
Exchange Commission relate to the same problem: the issue and
sale of securities, usually by the use of the mails, or by
some means of interstate commerce, such as the telephone or
the telegraph, or by companies affecting interstate commerce.
Prior to the Securities Act of 1933, the Federal
government had some control over the sale of securities
through the use of the mails. The Postmaster General had
authority to issue "stop orders" in fraud cases and the
United States Criminal Code rated as crime the use of the
mails to defraud. Yet it was generally accepted that the
bulk of security frauds were effected by the use of the mails.
This power of Congress to control the use of the
mails and the power to regulate interstate commerce are the
bases upon which Federal securities regulation has been
drafted. There is nothing in the Constitution which express-
ly empowers Congress to regulate the security markets.
46. Ibid
.
,
p. 10
..
.
• . -i . .
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The Securities and Exchange Commission administers
six statutes:
Securities Act of 1933
Securities Exchange Act of 1934
Public Utility Holding Company Act of 1935
Trust Indenture Act of 1939
Investment Company Act of 1940
Investment Advisers Act of 1940
These six Acts, and Chapter X of the National Bankruptcy Act,
provide a comprehensive program for the protection of the
investor in corporate securities. These statutes regulate
trading in securities, both on organized exchanges and in the
over-the-counter markets; they govern the use of credit in
security transactions; they provide for surveillance of the
ticker tape, control of short selling, disclosure of "inside"
transactions, registration of brokers and dealers and of
national associations of security dealers; they are concerned
with improvement of over-the-counter practices, proxy regula-
tions, economic and geographical integration and simplifica-
tion of public utility holding systems, financial rehabilita-
tion of debtor companies, regulation of the issue of debt
securities, management and issue of securities of investment
companies, and the operation of investment advisers.
Under these Acts, the Commission has the power to
obtain such information in detail as is considered necessary
and appropriate in the public interest, or for the protection
of investors.
<<
.
.
CHAPTER II
EVOLUTION OF SEC ACCOUNTING POLICIES
Each of the Acts administered by the Securities
and Exchange Commission gives to the Commission power to
prescribe the form and content of the financial statements
to be filed, as well as the methods to be followed in pre-
paring such statements. The Commission has, in addition,
the power nto define accounting, technical, and trade terms"
used in the Acts . 1 In effect, the Commission has power to
determine accounting standards for a very large portion of
American business life.
In this chapter, some consideration will be given
to the status of generally accepted principles of accounting,
prior to SEC regulations, to the objectives of SEC accounting
policies, and the manner of formulating these policies.
GENERALLY ACCEPTED ACCOUNTING PRINCIPLES
In its critical analysis of thousands of financial
statements, the Securities and Exchange Commission has been
guided by its concept of "generally accepted accounting prin-
ciples," which it has endeavored to determine and, when neces-
sary, to clarify or to improve.
1. Securities Act of 1933 . Section 19 (a)
C
'
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Development of Accepted Accounting Principles
Professional efforts . The development o# accepted
accounting principles has paralleled the enormous growth of
business in the last sixty years. Since 1887, when the Ameri
can Association of Public Accountants, predecessor of the
American Institute of Accountants, was organized, societies
of practicing and teaching accountants have advanced the
science of accounting by means of their publications, their
conventions and discussions, the work of their research com-
mittees, and their continuous collaboration with various gov-
ernmental agencies and with the New York Stock Exchange.
Legal decisions . The rapid growth of American busi
ness was attended by many legal problems. Through the years,
common-law decisions were predicated upon the best business
practice of the day. By 1933, these common-law decisions had
helped to build a body of accounting doctrine, unsystematized
2
and somewhat indefinite, yet of considerable importance.
Other influences . Among the other forces standard-
izing accounting classification, defining objectives, and
clarifying accounting concepts, particular mention should be
made of these: mercantile credit agencies seeking balance
sheets, called "property statements," in the decades before
2. Berle, A. A., Jr., "Accounting and the Law," Accounting
Review
, 13:9, March, 1938
--
*
• • <
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1900;-^ the Interstate Commerce Commission, issuing in 1907
a uniform classification of accounts for common carriers;^
4,
the Federal Reserve Board, in 1917 publishing a significant
article, "Uniform Accounts" ; 5 the National Association of
Railroad and Utilities Commissioners, formulating in 1920
uniform classifications of accounts for electric and gas
utilities which have served as the basis for other state
classifications, as well as for the Federal Power Commis-
sions system of accounts of 1937.
^
Status of Accepted Accounting Principles in 1933
Progress obscured . By 1933, a good deal of progress
had been made, but this was somewhat obscured by the trend of
accounting studies from 1910 to 1930. These works explored
the numerous possibilities in accounting treatment of certain
transactions, and left the impression that, because there
were so many alternatives, no one treatment could be selected
7
as standard practice. Consequently it was argued that if
accountants could not agree among themselves, there was little
purpose in having statements certified.
3. Foulke, Roy A., Practical Financial Statement Analysis
(New York, 1945), p. 618
4. Stewart, Andrew, "Accountancy and Regulatory Bodies in the
United States," Journal of Accountancy
,
65:33, January, 193$
5. Foulke, Roy A., ojd. cit
. , p. 599
6. Bentley, Harry C.
,
Bibliography of Works on Accounting by
American Authors (Boston, 1935), Vol7 II,
pp. 336-37
7. Creer, Howard C., "Foreword," to Introduction to Corporate
Accounting Standards
,
W. A. Paton and
A. C. Littleton (Iowa City, 1940)
' 1 ' .j 1 c
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Uniformity vs . flexibility . The demands for fixed
principles and uniform accounting procedures in the early
1930’s was nothing new; it was just a little more insistent.
The rulings and requirements of various regulatory commissions
and legislative bodies prescribed uniform accounting practices
for companies subject to their jurisdiction, but the accepta-
bility of the practices prescribed were often questioned.
That which is permitted or prescribed by law is not always
good accounting. The difficulties of reconciling sound ac-
counting principles with various prescriptions of the tax
law are a case in point.
The ordinary layman, some courts, and some legis-
lative bodies view accounting as an exact science since it
has a core of mathematics. The Supreme Court of the state
of Oklahoma, for instance, is quoted as having said:
The accountant has to do with what is
recognized as an exact science. The correct-
ness or incorrectness of the conclusion reached
is subject to proof or disproof to the exact-
ness of an absolute demonstration.
8
Accounting can be no more certain and exact than
the transactions which it reflects, and transactions are not
always a matter of routine procedure. Periodic adjustments
require the exercise of careful judgment, of shrewd estimates,
often of compromise and approximations. In so far as account-
ing involves merely the recognition of transactions, definite
8. Greer, Howard C., "To What Extent Can the Practice of Ac-
counting be Reduced to Rules and Stand-
ards," Journal of Accountancy
.
65:213,
March, 193#
-.
'
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and complete, it may be governed by established principles
reasonably complete, but in the matter of evaluation of
periodic changes and consequent adjustments the best govern-
ing forces are to be found in intelligent measurement and
appraisal of influences. Besides, it must be recognized
that accounting is still in an evolutionary process and many
questions are still moot. Any system which provides for abso
lute uniformity, rigidly enforced, would not only put an end
to progress, and relieve both management and independent audi
tors of responsibility for the exercise of discriminating
judgment, but in failing to adapt itself to the requirements
of a changing economic order would defeat the purposes of
accounting. Accounting follows business transactions; it
gdoes not determine them.
The purpose for which financial statements are pre-
pared determines the treatment of certain items, and legiti-
mately so. Conservatism has been considered commendable in
statements prepared for management and even for long-term
investors, but over-conservative statements may mislead a
short-term investor and induce him to exchange his holdings
for inferior securities of a company less conservative. It
is axiomatic that methods which are best for one purpose may
not serve well another purpose. Accounts were developed to
serve management and ownership with reliable information.
9. ’Uniform Accounting,” editorial, Journal of Accountancy
,
82:361, November, 1946
..
-
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Information for speculators and other short-term investors
is not the primary purpose of accounting.
Accounting literature of the 1930's and early 1940’s
has been concerned with this problem. There seems to be fairly
general agreement that a unified and coordinated body of account
ing theory is in order, but that applications of principles
should be flexible enough to fit varying circumstances.
SEC ’ s Dilemma
In 1934 the Securities and Exchange Commission
entered this ’’field of shadowy outlines in which the discov-
ery of the correct course depends upon the possession also of
an ability to recognize the essential facts and to appreciate
their true significance.”10 It is quite possible to under-
stand and interpret the complaint of the Commission that ”at
the time the Commission was established, it was difficult to
determine the propriety of many accounting practices with any
degree of finality.”11 Even in 1937, the Chief Accountant of
the Commission could say:
It is almost unbelievable how many times
questions are presented upon which it is impossi-
ble to find uniformity of opinion among text-
book writers or among practicing accountants.
I
2
10. May, George 0., ’’Improvement in Financial Accounts,”
Journal of Accountancy
. 63:335, May, 1937
11. Tenth Annual Report of the Securities and Exchange Com-
mission
. 1946, p. 198
12. Blough, Carman G.
,
’’The Need for Accounting Principles,"
Accounting Review
. 12:30, March, 1937
..
c
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Yet only one year later, Commissioner Mathews declared:
If several years of administration of the
legislation have taught us anything, it is that
in large portions of the field of accountancy,
we cannot predict that tomorrow’s case can he
adequately handled by today’s technique. 13
SEC’S ACCOUNTING POLICIES
Objective
The first Chief Accountant of the Commission stated
the objective of SEC’s accounting policies in these words:
We are striving to obtain the greatest
amount of information that will be of real
assistance to the investors with a minimum
of effort on the part of the registrant. . . .
The Securities and Exchange Commission
is anxious to develop accounting practice
and procedures on a high level, to bring to
the investor for whose protection it was cre-
ated a more dependable body of information than
he has ever had before. To do so will require
the support of the accounting profession. 11-
Chairman Jerome N. Frank stated that ’’one of the most impor-
tant functions of this commission is to maintain and improve
the standards of accounting practices. ”13
The accounting profession shares with SEC the
objective ”to maintain and improve the standards of account-
ing practice," but not solely for the benefit of investors.
13. "Accounting in the Regulation of Security Sales," Account -
ing Review
, 13:228, September, 1938
14. Blough, Carman G.
,
"The Relationship of the Securities and
Exchange Commission to the Accountant,"
Journal of Accountancy
, 63:39, January, 1937
15. Quoted in "Accounting and the SEC," editorial, Journal of
Accountancy
, 68:2, July, 1939
'<
-31-
Formulation
In its formative years, SEC proceeded cautiously
in its examination of thousands of financial statements.
Writing in 1937, the Chief Accountant said:
A great many questions presented to us must
be settled immediately. In many instances, we
hesitate to take a positive stand in favor of
what we believe to be the best practice because
there is no time for extensive research and con-
sultation with leaders in the field and we find
that reputable and highly-thought-of practitioners
have followed contrary procedures. In a good many
instances where we believed the methods of account
ing to be improper, we have accepted complete reve
lation of significant matters instead of insisting
upon a revision of accounting statements as we
would have if there had been a violation of an un-
questionably accepted accounting principle.
As time passed, SEC's accounting staff developed
to a high degree the use of "deficiency letters" in corres-
pondence with registrants and ordinarily required that state
ments be amended. These deficiencies are readily grouped in
three classes:
(1) those concerned with neglect of an explicit,
mechanical requirement as to the form and con-
tent of the statements;
(2) those which violate the Commission's rules
governing certification by public accountants;
(3) those violating what SEC considers principles
of accepted accounting practice or display.
16. Blough, Carman G.
,
"The Need for Accounting Principles,"
Accounting Review
,
12:30, March, 1937
-.
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Oddly enough, the great majority of the deficiencies are those
of the first class. Apparently, many practicing accountants
lack either time or patience to keep informed of current regu-
lations.
Now and again, the Chief Accountant publishes a
statement of his opinion of an accounting problem which he
considers of sufficient importance or frequency to warrant a
public pronouncement. To June 1, 1947, the Chief Accountant
has issued sixty-one of these pronouncements in SEC f s Account -
ing Series Releases .
The Commission holds extended hearings and issues
formal decisions and opinions when such action is required.
At the present writing the report of these formal decisions
is available in thirteen volumes. Many of these cases involve
questions of accounting practice.
Criticism
SEC's manner of determining effective accounting
rules received severe criticism from A. A. Berle, Jr., later
Assistant Secretary of State and in 1945 Ambassador to Brazil.
In speaking of the courses open to the recipient of a defi-
ciency letter, Mr. Berle said:
One need be no fortuneteller to state in
advance what the applicant will do. If he can, he
will comply. If need be, he will abandon the busi-
ness. Only if he is a merely irresponsible swind-
ler will he, or can he afford to, try out an issue
of accounting in the form of a hearing to determine
whether or not he is about to commit a fraud.
-.
«
.
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The result, naturally, is that most questions of
accounting are settled by the star-chamber process,
and chiefly by subexaminers. Businessmen who have
any reputation do not put themselves in the position
of putative swindlers merely to determine matters of
accounting. The determinations so taken are nonre-
viewable. Theoretically, of course, one could fight
it out before the commission which, in practice,
will support its technical staff as a matter of
course, and then have the stop-order, which has al-
ready issued and destroyed the businessman’s repu-
tation, as well as the prospect of successful financ-
ing, reviewed by the District of Columbia courts.
But no sane man would follow that program, for a
victory would be as disastrous as a defeat. 17
Mr. Berle made four specific charges against SEC’s authorita-
tive decisions on accounting matters:
(1) Decisions so made are not recorded or available
to others as a guide to conduct or a basis of
informed criticism and comment;
(2) They are by no means necessarily uniform,
reasoned, systematic, or grounded on anything
other than the feeling of the examining staff;
(3) They are not reviewed by any competent authority,
nor are they susceptible of being so; and
(4) There is no procedure leading to the conclusion
that such decisions are valid precedent rather
than purely arbitrary determination, depending
on the capability and integrity of the commission
18
staff at any given moment.
17. ’’Accounting and the Law,” Accounting Review
, 13:12,
March, 1938
18. Loc. cit.
.J' ]
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Mr. Berle concluded his criticism of SEC:
It is of little consequence that occasional
formal decisions on accounting points have been
publicly rendered by the commission in connection
with some fly-by-night
,
who had nothing to lose
anyhow and therefore elected the obviously futile
course of fighting a stop-order before the full *
commission, so that we have a few determinations,
chiefly by way of obiter dicta in fraud cases,
which should have been stopped in any case. The
plain fact remains that effective accounting rules
are made in camera, without system, without effec-
tive submission to criticism, with little guaranty
against arbitrary determination, and without the
continuous and open self-examination which must go
into rulings which attain to the sanction and dignity
of law. 1 ?
This criticism is not quite so valid today. At that
time, only three of the Accounting Series Releases had been
issued. Fifty-eight have been added since then. Besides,
frequent articles by the Chief Accountant have appeared in
professional journals enabling accountants to keep informed
of many decisions made in camera. The accounting staff of
the Commission has engaged in considerable research and has
received assistance from professional societies. However,
there is no gainsaying the peremptory character of SEC's
accounting decisions.
19. Ibid .
,
p. 13
.c
CHAPTER III
ACCOUNTING- PROBLEMS
The problems considered in this chapter are of
current or recent interest. They are sufficiently important
for their solutions to be considered mile-stones in the
development of financial accounting. Other problems share
this importance, but these are representative of the work
upon which the research departments of professional asso-
ciations and the staff of the Securities and Exchange Com-
mission are engaged.
The views of the accounting profession have been
ascertained by a study of professional journals and bulletins,
and by reference to authoritative texts.
SEC’s view has been studied in the Commission's
basic rules, in Regulation S-X, in the Accounting Series
Releases, in the published decisions in particular cases,
and in the writings and addresses of the Chief Accountant.
It is recognized that these publications do not present the
complete story. As mentioned in Chapter II, the greater
part of SEC’s accounting work never gets into print. Ques-
tions of accounting procedure are handled in pre-filing con-
ferences where discussion usually leads to agreement. As a
result, SEC’s published material is simply indicative of the
Commission’s attitude on major issues. Besides, SEC's opinion
on some questions has not yet crystallized.
.ft
STOCK DIVIDENDS
The Problem
The problem of stock dividends bears a large share
of the blame for the crash of 1929. Stock dividends have
figured in judicial history as a tax question; they caused a
commotion in financial circles in the 1930* s; they have come
to be recognized as an accounting problem on which there is
not yet complete agreement within the profession.
In recent years the practice of declaring periodic
stock dividends has become uncommon, partly because of the
restrictive influence of the New York Stock Exchange, but
also because of the experience gained from the depression of
the 1930’s. Even so, the rare cases in which periodic stock
dividends have been distributed in the last decade have been
of sufficient importance to keep the problem alive. Moreover
a recent dissenting opinion demonstrates conflicting ideas in
judicial circles.
The problem of stock dividends requires the consid-
eration of two questions:
(1) To what extent, if any, is a stock dividend
income to the recipient?
(2) To what extent should the dividend be charged
to the earnings or surplus of the issuing com-
pany?
The answers to these questions constitute a considerable
amount of professional literature, controversial in character
..
.
.
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Is a Stock Dividend Income to the Recipient ?
Professional view . Accounting Research Bulletin
No. 11, issued by the Committee on Accounting Procedure, Ameri-
can Institute of Accountants, gives this answer:
(1) An ordinary stock dividend is not income from
the corporation to the recipient in any amount.
(2) Upon receipt of such a dividend, the cost of
the shares previously held should be allocated
equitably to such shares and to the shares
received as a stock dividend. 1
The Bulletin is careful to explain that by ’’ordinary" stock
dividends is meant issues of common stock as dividends to
common-stockholders, with the capitalization of a portion of
the earned surplus of the issuing corporation.
Accountants are in general agreement with this view
of stock dividends. This has long determined the orthodox
accounting procedure.
Support for this view is found in the decision of
the Supreme Court in Eisner v. Macomber (252 U.S. 189),
March 8, 1920. The Court declared that the shareholder was
in receipt of no amount representing taxable income, since a
stock dividend represents merely a restatement of the equity
of the stockholder which is spread over a larger number of
shares. In 1936, in Koshland v. Helvering (298 U.S. 441),
1. Accounting Research Bulletin No. 11, September, 1941, p. 103
.. )
.
,
.
. B ' «
* < <
-38-
the Supreme Court modified its earlier position by holding
that income is received when the dividend stock is not of
the same class as the stock upon which it is issued. Some
accountants take exception to this modified view. One writer
declares that no dividend of any kind is income to common
stockholders, but all kinds of dividends are income to pre-
ferred stockholders. However, in practice, he allows that
common stockholders may, for the sake of expediency, treat a
cash dividend as income, and he even concedes that consistency
may require the common stockholder to treat dividends of pre-
ferred stock in a similar manner.
2
One criticism of Bulletin No. 11 pointed out that
the refusal to recognize stock dividends as income is attended
by certain inconsistencies which are confusing to stockholders
who find it impossible to differentiate between such dividends
and dividends paid in the stock of another company; nor can
they readily distinguish between "ordinary" stock dividends
and "extraordinary" stock dividends; and the "optional" stock
dividend adds to the confusion. In the last case, it appears
illogical to tell the stockholder that if he chooses cash, he
has income; if he chooses stock, he has no income.
^
Writing shortly before the publication of Bulletin
No. 11, the authors of a standard text on auditing make this
2. York, Thomas, "Stock and Other Dividends as Income," Account -
ing Review
, 15:392-93, September, 1940
3. Bordner, Howard W.
,
cited by H. T. Scovill, "Investments and
Funds," in Contemporary Accounting (New York
1945), Chap. 6, p. 8
V<
it;:
,
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interesting comment:
While the practice of taking up stock
received as dividends at no value is conserva-
tive and strictly logical, it has probably been
"more honored in the breach than in the observ-
ance" . . . and it has become fairly general
practice to take up such stock dividends as in-
come upon receipt, at current market values,
but not in excess of the amounts charged against
surplus by the issuing corporation.^-
In this restricting phrase, the influence of the New York
Stock Exchange is clearly evident.
View of the New York Stock Exchange . In 1929,
the Exchange had adopted a rule under which it refused to
list stocks of companies which treated stock dividends re-
ceived as income in an amount greater than the amount of
income or earned surplus capitalized by the issuing company.
This rule was not to be construed as recommending that stock
dividends be treated as income: it merely recognized that
such was an established practice, and the Exchange aimed to
keep that practice confined within safer limits than it had
enjoyed in the 1920* s. There had been much dangerous pyra-
miding of unearned "paper" profits, progressing geometrically
in chains of holding companies, until the "profits" of the
parent company, based on nothing but the earnings of the
operating company passed on through the chain, were exagger-
ated fantastically.
4. Bell, William H.
,
and Ralph S. Johns, Auditing
(New York: 1941) p. 217
. .
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In 1943, the New York Stock Exchange expressed
its agreement with the American Institute of Accountants
that an ordinary stock dividend is not income to the recipi-
ent. ^
SEC ' s view . In regulating public-utility holding
companies, where stock dividends may do most harm, the Securi
ties and Exchange Commission has taken the conservative posi-
tion:
A dividend received in stock of a paying
company of the same class as the stock on which
such dividend is paid shall not be treated as
income.
6
A dividend received in stock of a paying
company of a class other than that on which
such dividend is paid may, with prior approval
of the Commission, be treated as income.
7
For other companies, SEC regulations do not forbid
treating stock dividends as income, but there is a strong
hint of disapproval and of further questioning:
State as to any dividends other than cash,
the basis on which they have been taken up as
income, and the justification, if any, for such
action. If any dividends received from affili-
ates have been credited to income in an amount
differing from that charged to income or earned
surplus by the disbursing company, state the
amount of such difference and explain.®
5. "Statement on Stock Dividends," New York Stock Exchange,
October 7, 1943
6. Uniform System of Accounts for Public Utility Holding Com-
panies (Washington: 1943 ) , P» 23, Note A
7. Ibid . t p. 23, Note B
8. Regulation S-X
,
as amended (Washington: 1946), Rule 6-03, (c)
««
c <
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To What Extent Should the Stock Dividend be Charged to the
Earnings or Surplus of the Issuing Company?
This question was left open by the wide differences
in state corporation laws, some states prescribing a minimum
legal charge, others leaving the entire matter to the discre-
tion of the board of directors. Hoxsey, in 1930, cited nine
methods in actual use in accounting for the issue of periodi-
cal stock dividends. These methods varied all the way from
no charge against either capital surplus, earnings, or earned
surplus, to a charge against earnings or earned surplus of an
amount equal to the market value of the stock at the time of
9issue. 7
View of the mew York Stock Exchange . The New York
Stock Exchange, in 1929, became concerned because the practice
of some corporations, without substantial earnings, followed
an apparently generous dividend policy while they maintained
an unimpaired earned surplus. The Exchange took the position
that a "true earned stock dividend” should be supported by a
charge against earned surplus of an amount per share equal to
the sum of the stated capital and capital surplus represented
by each share outstanding. While the Exchange did not make
the practice mandatory at that time, it did require that full
disclosure be made to shareholders concerning the amount capi-
talized in support of the stock dividend. Its complementary
ruling that the corporation recipient limit its income on the
9. Hoxsey, J. M. B.
,
"Accounting for Investors," Journal of
Accountancy
, 50:265-66, October", 1930
..
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stock dividend by the per-share capitalization of earned sur-
plus made by the issuing corporation, gave considerable force
to the standard proposed. 10 In 1943, the Exchange modified
this view to adopt the standard proposed in Bulletin No. 11
of the .American Institute of Accountants.
Professional view . The Committee on Accounting Pro-
cedure, American Institute of Accountants, in Accounting Re -
search Bulletin No. 11, September, 1941, emphasized the sig-
nificance of the market value of the securities outstanding.
The Committee recommended that the fair market value be con-
sidered in determining the number of shares to be issued as a
stock dividend whenever this fair market value is larger than
the portion of capital and capital surplus applicable to the
dividend share. When the amount of earned surplus so capital-
ized exceeds the par or stated value of the dividend stock, it
is recommended that the excess be credited to capital surplus.
The emphasis on the market value of the dividend
stock is consequent upon the popular belief that such value
represents a stockholders share of current earnings. Unless
the amount of earned surplus capitalized per share bears a
reasonable relationship to the fair market value of the shares,
the impression is created that current earnings are much
greater than they really are.
10. Katz, Wilber 0., Accounting Problems in Corporate
Distributions," Accounting Review
,
16:231, September, 1941
-.
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Commenting on this Bulletin, Nissley cited the case
of an important publicly-owned corporation which issued annual
stock dividends, as well as cash dividends, for nine consecu-
tive years. From an analysis of the record for six years,
1938-1944, Nissley showed that the amount charged to earned
surplus for the stock dividends represented only 20 per cent
of their market value and less than 16 per cent of the reported
earnings. The average stockholder, receiving cash dividends
equal to 59 per cent of reported earnings and also stock divi-
dends having a market value of 78 per cent of those earnings,
is quite likely to believe that his share of the corporation
income is 137 per cent of the actual truth. 11 The disparity
between the amount capitalized and the market value in this
case is admittedly small in comparison with other cases in the
past. It has been said that no single practice developed dur-
ing the Stock Exchange Boom of the 1920’s was more far-reaching
in its ill effects than this one of capitalizing but a small
amount of earnings in proportion to the market value of the
dividend stock. 12
In the dissenting opinion of one member of the Com-
mittee which prepared the Bulletin, the view was expressed
that the injection of market values imposes an unnecessary
burden on the vast majority of corporations whose stock has
11. Nissley, Warren W.
,
"The Form and Content of Corporate
Income Statements," Journal of Account -
ancy
, 79:195, March, 1945
12. May, George 0., Financial Accounting (New York: 1943),
p. 208
-.
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no established market.^ Accounting literature is silent on
this phase of the problem.
Co-operation of the New York Stock Exchange . On
October 7, 1943, the New York Stock Exchange advised all
listed corporations that it would require the number of shares
issued as stock dividends to be determined according to the
method proposed in Accounting Research Bulletin No. 11. The
Exchange pointed out that the fair market value could be estab-
lished by reference to the range of market prices on the Ex-
change over the period during which the income to be capital-
ized by the stock dividend was earned. 1^ This action of the
Stock Exchange is a notable example of co-operation in the
promotion of "proper accounting and corporate policy."
SEC * s view . The Securities and Exchange Commission
has not publicly explained itself on the position it holds in
regard to the amount of earnings to be capitalized in support
of stock dividends, except by a recent, indirect reference.
In the Twelfth Annual Report
,
Fiscal Year Ended June 30. 1946 ,
mention is made of the extensive use of informal conferences
and correspondence as a means of dealing with difficult account-
ing questions. The second illustration involves the treatment
of a stock dividend. In the original application the company
13* Accounting Research Bulletin No. 11, p. 106
14. "Statement on Stock Dividends," New York Stock Exchange
..
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had indicated that the dividend would be charged against
earned surplus at a per-share amount representing the fair
value of the shares to be issued. Later, in an amended appli-
cation, this charge was reduced to represent the par value of
the shares. SEC’s staff advised the company that applicable
accounting principles required a charge against earned surplus
to the amount of the fair value of the shares. The company
declined to change its accounting treatment of the transaction,
however, and filed an annual report reflecting the treatment of
the stock dividend according to the par-value method. SEC’s
staff reviewed the case in detail and indicated that it would
consider the report false and misleading, and would accordingly
recommend appropriate formal action by the Commission. The
statements were amended without formal action.
^
In correspondence, the Chief Accountant of the
Securities and Exchange Commission expressed agreement with
the pronouncements of the American Institute and the New York
Stock Exchange. He added:
I think it is a fair statement that the
Commission has not taken exception to indicated
pronouncements for the reason that there seems
to be no other way in which the misleading impli-
cations of stock dividends can be avoided. 16
15. "SEC Report,” Journal of Accountancy , 83 050,
April, 1947
16. King, Earle C., Correspondence, June 11, 1947
.-
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Q.UASI-REORGANIZATIONS
The Problem
The problem of quasi-reorganizations is entangled
with problems of write-downs (and write-ups) and charges
against capital surplus.
During the 1920’s, many concerns wrote up their
property values, frequently in connection with financing,
sometimes as a basis for increased depreciation charges and
higher operating costs. In the depression of the 1930’s,
the process was reversed and write-downs became the order of
the day. Business firms could not earn enough to meet their
depreciation charges based on book values, so the write-down
was made and treated as a capital loss, chargeable to capital
surplus or to reserves created out of capital surplus. Earned
surplus remained intact, and the subsequent drop in deprecia-
tion charges allowed the company to show some current profit.
1
In a sense, the practice was logical enough in the
abstract: the write-up was considered an increase in capital,
the write-down a decrease in capital. The practice was sub-
ject to abuse, however, and paid-in or other capital surplus
was used to absorb losses which would otherwise have been
charged to earned surplus, or to current earnings. The prac-
tice was not conservative, and could be misleading.
17. Bell, William H.
,
and Ralph S. Johns, ££. cit . , p. 260
,.
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Early Professional Pronouncement
As early as 1932, a special committee of the Ameri-
can Institute of Accountants, in a report addressed to the
Committee on Stock List of the New York Stock Exchange, stated
the principle: "Capital surplus, however created, should not
be used to relieve the income account of the current or future
years of charges which would otherwise fall to be made there-
against .
"
Recognizing that losses and shrinkages of capital
were frequent, especially in those years of idle plants in
the early 1930* s, and that legal reorganization costs would
result in further shrinkage, the Committee suggested that an
exception be made
—
. . . that where, upon reorganization, a reorgan-
ized company would be relieved of charges which
would require to be made against income if the
existing corporation were continued, it might be
regarded as permissible to accomplish the same
result without reorganization provided the facts
were as fully revealed to and the action as formally
approved by the shareholders as in reorganization. 1°
A letter issued by the New York Stock Exchange Com-
mittee on Stock List, October 24, 1933, quoted the principle
and its exception verbatim. Both were formally adopted by
the American Institute of Accountants in 1934 as "Rule No. 2."
For a time, some thought that a corporation might
go through a quasi-reorganization without eliminating, or
even impairing, its earned surplus; all write downs were
18. Accounting Research Bulletin No. 1, p. 6
'.
.
,
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being charged directly to capital surplus as capital losses.
This was not contemplated by the Committee in 1932, but the
wording of the "exception” clause might be so misconstrued.
SEC * s Early Pronouncement
Statements submitted to the Securities and Exchange
Commission in the years 1934-1937 presented many instances of
write-downs charged to capital surplus accounts. Accounting
opinion on the problem had not sufficiently crystallized to
require that such statements be corrected, but the Commission
insisted that the certifying accountants, in their reports,
disclose the actual state of affairs, give their opinions as
to the propriety of the accounting practices followed, and
state what the net profits or net losses would have been if
more correct practices had been followed.
^
Before long, the frequency and importance of the
problem demanded a definite pronouncement. On April 1, 1937,
SEC*s Chief Accountant, Carman G. Blough, issued the first
number of the Accounting Series Releases . The Chief Account-
ant expressed his opinion of the propriety of charging to
capital surplus the loss resulting from a write-down of fixed
assets made in accordance with the instructions of the direc-
tors and stockholders of a particular company. In this pro-
nouncement, the Chief Accountant said:
19. Greidinger, B. Bernard, Accounting Requirements of the
Securities and Exchange Commission
(New York: 1939), pp. 446-56
..
.
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To my mind, the revaluation of the assets
involved was simply a recognition by the company,
as of the date of the write-down, of an accumu-
lation of depreciation in values incidental to
the risks involved in the ordinary operation of
its business. This depreciation did not occur
as of a given date; it took place gradually over
a period of years coincident with the evolution
of the industry. . . .
It is my conviction that capital surplus
should under no circumstances be used to write
off losses which, if currently recognized, would
have been chargeable against income.
This statement is an iteration of the principle laid down in
Rule No. 2, adopted by the American Institute of Accountants
in 1934.20
The case which the Chief Accountant was considering
qualified as a quasi-reorganization: the write-down had the
approval of the stockholders. Moreover, the capital surplus
charged in this instance had been created pursuant to resolu-
tions of the stockholders and directors providing for the
reduction of the par value of the common stock expressly in
order to take care of this revaluation of plant and equipment.
The Chief Accountant gave his opinion of the appli-
cation of the "exception" clause of Rule No. 2:
. . . the charge here in question should have been
made against earned surplus. . . .
In case a deficit is thereby created, I see
no objection to writing off such a deficit against
capital surplus, provided appropriate stockholder
approval has been obtained.
20. Accounting Research Bulletin No. 1, p. 6
.. . .
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Applying the general rule that reorganization is
viewed as the launching of a new enterprise which cannot have
earned surplus at the start, the Chief Accountant continued:
In this event, subsequent statements of
earned surplus should designate the point of
time from which the new surplus dates.
Later Professional Pronouncement
The principle that a corporation in quasi-reorgani-
zation must first exhaust its earned surplus before charging
capital surplus was acceptable to the Committee on Accounting
Procedure, American Institute of Accountants. Accounting
Research Bulletin No. 3> "Q,uasi-Reorganization or Corporate
Readjustment—Amplification of Institute Rule No. 2 of 1934,"
was issued in September, 1939. This Bulletin defined the
Instituted position and endeavored to clear up some of the
misunderstanding regarding the use of the "exception" clause
of its Rule No. 2.
Under the caption "Procedure in Readjustment,"
the Bulletin required:
(1) A clear report to the stockholders of
the restatements to be made, and their
formal consent.
(2) A fair and not unduly conservative
balance sheet, as at date of readjust-
ment .
(3) A charge to earned surplus to the full
extent of the write-off; deficit to be
cleared by charge to capital surplus.
',
.
.
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The Bulletin cautioned that understatement of the
assets at the effective date may result in overstatement of
subsequent earnings. Consolidated companies were advised
that no consolidated earned surplus may be carried through a
readjustment in which some losses have been charged to capi-
tal surplus.
Under the caption "Procedure after Readjustment,"
Bulletin No. 3 required that
—
(1) Accounting procedure should be similar to
that of a new company.
(2) A new earned surplus account should bear
the effective date of the readjustment.
(3) Any capital surplus originating in the
readjustment should be restricted as is
capital surplus of a new corporation.
Readjustments which are merely corrections of erroneous
entries were expressly excluded from consideration in the
Bulletin.
SEC* s Later Pronounc ement
s
On March 16, 1940, SEC issued two more releases
on quasi-reorganization. In Accounting Series Release No. 13,
SEC’s second Chief Accountant, William W. Werntz, defined the
term "quasi-reorganization" as "the corporate procedure in
the course of which a deficit is charged to capital surplus
previously existing or arising in the course of the quasi-
reorganization." The Chief Accountant reaffirmed that the
--
.
•
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stockholders * formal consent should he obtained and that the
new earned surplus should be dated. The apparent necessity
for these restatements indicates that the problem was still
troublesome. This Release added one further requirement: for
three years following quasi-reorganization, statements showing
earned surplus should indicate the total amount of the deficit
and any charges which were made to capital surplus in clearing
the deficit through quasi-reorganization.
Accounting Series Release No. 16, of the same date,
considered the minimum appropriate disclosure, in the surplus
accounts, in the registration or other financial statements
filed with the Commission, whenever the effect of a quasi-
reorganization is permissible under State laws without obtain-
ing the formal consent of the stockholders. The Release gives
a suggested form for these disclosures; the object is to make
very clear the amount of the deficit eliminated without stock-
holder consent.
The problem received further attention in Account -
ing Series Release No. 25, issued on May 29, 1941. This
Release stated that the Commission did not consider that a
quasi-reorganization had been effected unless at least all of
the following conditions existed:
(1) Earned surplus as of the date selected is
exhausted
;
(2) Upon consummation of the quasi-reorganization,
no deficit exists in any surplus account;
..
.
.
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(3) The entire procedure is made known to all
persons entitled to vote on matters of
general corporate policy and the appropri-
ate consents to the particular transactions
are obtained in advance in accordance with
the applicable law and charter provisions;
(4) The procedure accomplishes with respect to
the accounts substantially what might be
accomplished in a reorganization by legal
proceedings—namely, the restatement of
assets in terms of present conditions as
well as appropriate modifications of capi-
tal and capital surplus, in order to obvi-
ate, so far as possible, the necessity of
future reorganizations of like nature.
The Release made it clear that SEC considers that
the procedure of quasi-reorganization implies that
—
(1) Reduction in carrying value of assets may
not be made beyond a point which gives recog-
nition to relatively permanent reduction;
(2) The procedure is not to be employed recur-
rently but only under circumstances which
would justify actual reorganization;
(3) The effective date, for a parent company,
shall have the significance of the date
of acquisition of control of the subsidi-
aries; dividends subsequently received
are income only to the extent that they
are earned subsequent to the effective
date
;
(4) Earned surplus of subsidiaries at the effec-
tive date should be excluded from earned
surplus on the consolidated balance sheet.
In these Releases may be found the natural and
logical development of the thought implicit in Rule No. 2
and its exception. As opinion crystallized, requirements
became more specific, shadowy lines became more distinct,
but the original picture remained essentially unaltered.
)-
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Two formal decisions . In 1940 and 1942, the
Securities and Exchange Commission considered two related
cases involving claims of attempted ’’reorganization. Tf
In the Matter of Associated Gas and Electric Cor -
poration (6 SEC 605, 1940), the Commission discussed at length
the nature and accounting implications of a quasi-reorganiza-
tion. In the Findings and Opinion of the Commission in this
case, justification of a quasi-reorganization exists only if
—
... it accomplishes with respect to the
accounts substantially what might be accom-
plished in a reorganization by legal proceedings--
namely, the restatement of assets in terms of
present conditions, corresponding modification
of capital and capital surplus, and commence-
ment of a new earned surplus account as of the
date of the reorganization. In short, the enter-
prise must be put on substantially the same
accounting basis as a new enterprise. 21
Counsel for Associated Gas and Electric Corporation
attempted to justify the corporation’s failure to readjust
the carrying value of its assets at the time of the "account-
ing reorganization," on the grounds (1) that a revaluation
of assets is not an essential to such reorganization; and (2)
that accounting authority recognizes the propriety of writing
off assets against capital surplus after a quasi-reorganiza-
tion if the reserves created at that time are insufficient.
The Commission answered flatly:
We must reject the proposition that an
adjustment of assets is not a necessary
element of an accounting reorganization.
21. Securities and Exchange Commission, Holding Company Act,
Release No. 1873, January 10, 1940
. . .
'
.
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In support of this position, the Commission quoted Ac count ins
Research Bulletin No. 3. Admitting that the Bulletin was issued
after the corporation attempted its "accounting reorganization,”
the Commission insisted that it regarded the Bulletin as merely-
expressing a sound principle of accounting.
In answer to the second contention, the Commission
stated:
But when no attempt is made to estimate the
amount of the necessary reserve, the accounting
reorganization cannot be kept permanently open,
and the accounting in a state of flux. All write-
downs which are to occur must be made at the time
of the reorganization, or must be anticipated by
the creation of reserves.
In the Matter of Associated Cas and Electric Company
(11 SEC 975, 1942), involving the parent company of the corpo-
ration in the earlier case, SEC's decision is briefly stated:
Where consolidated financial statements
retained as consolidated earned surplus the
earned surplus of subsidiaries at the date on
which registrant had charged to capital surplus
its own deficit in earned surplus, held that
statements were deficient.
Unofficial discussion . Some phases of this problem
of quasi-reorganization are discussed in an article of which
22SEC's second Chief Accountant is co-author. Since it is
accepted that a quasi-reorganization cannot be held open indefi-
nitely, the burden of proof should rest on whoever wishes to
charge losses recognized at a later date to the pre-quasi
22. Werntz, William V/., and Edmund B. Rickard, "Requirements
of the Securities and Exchange Commission,”
in Contemporary Accounting (New York: 1945),
Chap. 38
..
.
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period. This burden of proof should become increasingly
heavy with the lapse of time. The treatment of subsequent
gains is fundamentally similar, but special care should be
taken to determine whether such gains were not the consequence
of excessive reduction of asset carrying values at the time of
the quasi-reorganization. If this is the case, the credit
should be considered as an adjustment of the quasi and a cor-
23
rection to capital surplus.
Write-ups
One phase of the quasi-reorganization problem has
not been definitely determined: whether or not it is permis-
sible to write up assets in a quasi. This issue was first
raised in the Matter of Federal Water Service Corporation
(10 SEC 200, 1941). The Commission permitted certain invest-
ments to be written up, but the decision was very carefully
and rigidly limited to the facts of the case. The net effect
of all adjustments was a write-down; the write-up merely suc-
ceeded in raising investments to less than their market value.
A net write-up appears to be an anomaly in quasi-
reorganization. Present quasi accounting was not devised for
such questions. Future developments in financial accounting
may provide the answer. Perhaps the concept of quasi-reorgani-
zation upwards will be developed, subject to safeguards.
23. Ibid .
.
pp. 8-9
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AMORTIZATION OF INTANGIBLES
Classification
Intangible property includes patents, copyrights,
secret processes and formulae, goodwill, trade-marks, trade
names, franchises, and other similar property. These may be
divided into two groups: (a) those having a definitely limited
useful existence; and (b) those having a useful life of indefi
nite duration.
Accounting Practice
Established practice recognizes that intangibles
of type (a) should be amortized by systematic charges in the
income statement during the useful life of the intangibles.
Practice regarding type (b) intangibles has varied
widely. Goodwill, the outstanding example of the group, has
been carried indefinitely at cost, or has been reduced to a
nominal figure, or even written off the books.
Professional Views on Amortization of Goodwill
There are three distinct views on amortization of
goodwill. Some accounting authorities are convinced that
some plan of amortization is necessary. Others hold that it
is not only unnecessary but actually improper. A third group
are of the cautious ”yes and no” variety. The majority of
accounting authorities are in this third group.
<< t
e
.
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Affirmative view . The most frequently quoted
statement in favor of the amortization of goodwill is the
following:
In the administration of income taxation,
the position has been taken that the cost of good-
will is not as a rule subject to amortization.
This position is unsound. The cost of goodwill
included in the purchase price of a going concern
is essentially the discounted value of the estima-
ted excess earning power—the amount of the net
income anticipated in excess of income sufficient
to clothe the tangible resources involved with a
normal rate of return. ... An investment in
anticipated excess earnings should be construed
as a temporary investment recoverable within a
period of a few years.
Accountants of this school of thought hold that
goodwill should be amortized as rapidly as revenues permit.
To them, goodwill is at best a doubtful asset and any balance
sheet looks stronger without it. If goodwill must appear at
all, because actual consideration was paid for it, its appear-
ance need be only long enough to create a record in the history
of the company’s financial reports. ' The Federal Power Com-
mission holds this view. In one case, St_. Croix Falls Minne -
sota Improvement Company
, 43 PUR (NS)l, the Commission said:
”In fact, such provision is mandatory under our, and most,
if not all, systems of accounts.” This assertion that good
accounting practice demands such a write-off is contested by
the majority of accountants.
24. Paton, W. A.
,
and A. C. Littleton, An Introduction to
Corporate Accounting Standards (Iowa
City: 1940) pp. 92-93
25. Sanders, Thomas H.
,
et al., A Statement of Accounting
Principles (New York: 1938)* p. 14
_ _
.
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Negative view . Opposition to amortization of good-
will is found in some accounting texts. These excerpts indi-
cate the going-concern concept of goodwill:
Writing off goodv/ill is unnecessary and may
even he improper. If profits have continued or
increased, the goodwill value has not diminished;
to write off the goodwill creates a secret re-
serve, understating the net worth and accumulated
profits, a procedure that may be prejudicial to
the interests of stockholders wishing to market
their holdings. If profits have diminished so
much as to indicate that the goodwill, once of
real value and paid for, no longer exists, writ-
ing off the account reduces the surplus still
further. 2 °
As goodwill does not suffer from wear and
tear, does not become obsolete in the usual sense,
and is not used up in the operations of the busi-
ness, it should not be made the subject of periodic
depreciation allowances in the usual way. If amor-
tized, the basis will be entirely arbitrary, and
if written off, a secret reserve might be created.
Therefore no objection should be offered to its
continued reflection at cost. 2 ?
The United States Treasury Department, in regu-
lating income taxes, has taken this position, that goodwill
is not subject to amortization.
"Yes and No " view . There is ample authority for the
view that it is permissible, but not mandatory, to write off
intangibles. Voluntary amortization is indicative of a con-
servative accounting outlook, but conservatism may sometimes
26. Finney, H. A., Principles of Accounting - Intermediate
{New York: 1934), p. 317
27. Montgomery, Robert H.
,
Auditing Theory and Practice
,
6th ed. (New York: 1940 ) , p. 273
..
.
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be unwarranted, and even abused. The following excerpts per-
mit voluntary amortization, but somewhat reluctantly:
As to the amortization of a valuation placed
upon goodwill, it seems that nothing need be done
unless the concern is desirous of being very con-
servative in its accounting, in which case the
cost may be written off over a period of from five
to ten years. When this is done, because of its
unusual nature, the amortization charge should be
set forth as a separate item in the income state-
ment below ”net profit from operations.” As a
general rule, if the concern makes a fair income
return on its capitalization the goodwill value is
justified, and, if not, there is usually no income
available against which to write off the asset.
It would be futile to create a deficit by amorti-
zation of goodwill . 28
Owing to the fact that there is no maximum
life for purchased good will and owing to the
fact that it cannot be sold separately from other
assets or the name or the location of the busi-
ness, there is no real necessity to amortize the
asset. The modern tendency, however, is to elim-
inate or drastically reduce asset values for
fixed assets other than tangible properties. In
the event that the client desires that it be amor-
tized, or in the event that the auditor advises
its amortization, the amortization should take
place on a sound and inflexible basis, just as
fixed tangible assets are depreciated.
Excerpts expressing similar views may be found in
very many accounting texts. These authors believe that it
may sometimes be advisable to amortize goodwill, but they
refuse to accept the doctrine that amortization is mandatory.
They even hold it undesirable in some circumstances.
28. Bell, William H.
,
and Ralph S. Johns, ojd. cit . , pp. 281-82
29. Holmes, Arthur W.
,
Auditing - Principles and Procedure
(Chicago: 1945), p. 330
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Nature of the Amortization Charge
Where amortization is recommended or permitted,
there is some difference of opinion concerning the account
to be charged. One authority states that the amount expended
for goodwill should be absorbed by periodic charges to revenue. 3°
Another counters that inclusion of amortization charges in
determining net income would not make that figure more signifi-
cant for any purpose. 31 Some claim that if any capital surplus
exists, goodwill may be written off against such surplus.
3
2
Another author states:
Naturally, good will amortization should
not be to profit and loss, as the gradual elimi-
nation of this asset does not result in the
incurrence of an expense; the amortization should
be made directly to earned surplus. 33
Professional Pronouncement
Accounting Research Bulletin No . 2 4* In December,
1944, the Committee on Accounting Procedure of the American
Institute of Accountants, presented its recommendations con-
cerning accounting for intangible assets. The new Bulletin
was "designed to promote a fuller consideration of the rela-
tion of intangibles to income and earned surplus."
30. Paton, W. A., and A. C. Littleton, loc . cit .
31. May, George 0., Financial Accounting (New York: 1943)
p. 158
32. Bell, William H.
,
and Ralph S. Johns, ojd. cit .
,
p. 282
33* Holmes, Arthur W.
,
loc . cit .
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The principal points may be summarized, in this
manner
:
(1) The initial carrying value of all types of
intangibles should be cost.
(2) Intangibles of definitely limited life should
be amortized by systematic charges in the
income statement.
(3) Intangibles of indefinite duration may be
carried indefinitely or, at the discretion
of the corporation, may be amortized over
a reasonable period of time, by systematic
charges in the income statement, despite the
fact that expenditures are being made to
maintain its value.
The Committee added that it did not then feel war-
ranted in prohibiting an amortization charge against any
existing surplus, capital or earned, since the practice was
long established and widely approved. However, the Committee
believed that this practice should be discouraged, especially
if capital surplus was to be charged.
Criticism of Bulletin No . 24 « The Bulletin received
some criticism. One writer observes:
In my opinion, where the value of the
intangibles is being fully maintained or en-
hanced by current research and development
or advertising expenditures, any charge against
earnings is undesirable and may be misleading.
The bulletin permits the amortization by sys-
tematic charges in the income statement "over
a reasonable period of time.” It seems to me
that there is no "reasonable period of time”
.,
t ...
.
t
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over which to amortize the cost of an intan-
gible which is being increased in value through
extensive promotional expenditures that are
being currently charged against income. 34
Commenting on the capital-surplus phase of the
problem, the same writer states:
The discouragement of charges of type (b)
intangibles against capital surplus removes
the last available purpose for which such an
account might be used. . . . The committee, it
seems to me, should advocate the abolition of
capital surplus, but in the absence of such a
recommendation I can see no better use for such
an account than to charge off intangible assets
of type (b) that have shown no indication of
any loss of value. 35
SEC’s View
The Securities and Exchange Commission has adopted
no general rule as to the amortization of goodwill and simi-
lar intangibles. In specific cases, the Commission has re-
quired the registrant to undertake a program of amortization,
charging income, or in some cases, earned surplus, over a
number of years. 3^ in several recent registration statements,
the Commission has insisted that goodwill arising out of the
issuance of capital stock for the acquisition of a going busi-
ness, be written off over a period of twenty years by direct
charges to income.
34» Brundage, Percival, Letter to the Editor, Journal of
Accountancy
. 79:150, February, 1945
35« Loc . cit .
36. Werntz, William W.
,
and Edmund B. Rickard, ojd. cit .
,
pp. 5-6
37. Chan, Stephen, Letter to the Editor, New York Certified
Public Accountant, 16:726, December, 1946
.. . .L t"
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In the Matter of Florida Power and Light Company
,
et al. the Commission quoted the authorities which were
mentioned in support of the affirmative view that goodwill
should be amortized over a relatively brief period.
^
In the Matter of Associated Cas and Electric Company
(11 SEC 1025, 1942), the Commission condemned the practice of
charging capital surplus for the write-off of intangibles not
subject to amortization, stating:
This practice would permit a corporation to
circumvent charges which should be made against
income or earned surplus by recognizing them in
advance as a charge against capital surplus and,
in our opinion, it is not consistent with the
fundamental principle that a distinction should
be maintained between capital and income*
Accounting Series Release No. 50, issued on Janu-
ary 20, 1945, reaffirmed SEC's position on capital surplus
charges. The Chief Accountant made this pronouncement:
In my opinion, the proposed charge to capital
surplus is contrary to sound accounting principles.
It is clear that if the goodwill here involved is,
or were to become, worthless, it would be necessary
to write it off. Preferably such write-off should
have been accomplished through timely charges to
income, but in no event would it be permissible,
under sound accounting principles, to charge the
loss to capital surplus. The procedure being pro-
posed would, however, evade such charges to income
or earned surplus and would consequently result in
an overstatement of income and earned surplus and
an understatement of capital.
38. Holding Company Act of 1935, Release No. 4791, 1943
39. Paton, W. A., and A. C. Littleton, loc . cit .
.*-
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Conclusion
Though some accounting authorities hold that amor-
tization of intangibles of indefinite life is mandatory, while
a few hold that such amortization is both unnecessary and im-
proper, the .American Institute of Accountants and the Securi-
ties and Exchange Commission agree that this practice is per-
missible in sound accounting. While the Commission has not
publicly condemned the practice of carrying these intangibles
indefinitely, it subjects such cases to very close scrutiny.
The Commission appears to lean heavily toward the view that
amortization is really the better practice. Recently it has
directed the adoption of amortization programs in numerous
cases.
The Institute and the Commission are in agreement
that capital surplus should not be used to absorb the write-
off of intangibles of indefinite existence. The Institute
did not believe that an absolute prohibition was timely. The
Commission took a stronger stand on this point.
This prohibition against capital surplus charges
for amortization of intangibles has met with some opposition
from accountants who see no other use for the capital surplus
account. Perhaps the next step in accounting development
will be the abolition of this misnamed, much abused account.
The Institute favors charging income for the amor-
I
tization; the Commission appears disposed to accept either
charges to income or charges to earned surplus.
<.
.
-
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”TAX SAVINGS”
Problem
The basic problem in the so-called ’’tax-savings”
controversy concerns the ’’distortion” of the net income fig-
ure in those cases where substantial items have been charged
or credited directly to surplus, or to a deferred-charge
account, while the income account shows a figure for income
taxes which is seriously affected by the items excluded from
that account.
Importance . Until recent years income tax rates
were relatively low and the differences between book income
and taxable income were not significant. The rise in tax
rates during the years of World War II, however, made taxes
an item of major importance in financial statements and empha
sized the disparity between net income determined in accord-
ance with accepted accounting principles and net income deter
mined in accordance with the Internal Revenue Code.
Complicating factors . For income-tax purposes
there is no distinction between income charges and surplus
charges. Moreover, there are circumstances in which a cor-
poration’s operations may show a net loss according to
accepted accounting practices and yet, because of peculiari-
ties of the tax law, be subject to income taxes. Conversely,
"allowable” deductions for tax purposes may eliminate taxable
income for a particular year in which a corporation shows
.
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considerable operating profit. For example, the taxing
authorities have considered as taxable income in the year
collected amounts for which a corporation is bound to render
services in the future.
Tax laws treat unamortized discount on bonds re-
funded as a charge in the income tax return for the year when
refunding takes place. Alternative treatment is not permitted.
During war years, the drop in interest rates, as well as the
increase in tax rates, made refunding attractive. Consequently,
numerous refundings took place and resulted in material reduc-
tions in taxable income, though for book purposes debt discount
and expense were carried to earned surplus or deferred.
When Congress enacted the five-year, or possibly
shorter-period, amortization provision for newly acquired war
facilities, some corporations preferred to keep their accounts
on a normal depreciation basis, even while they availed them-
selves of the rapid amortization privilege for tax accounting.
Substantial losses on the sale or abandonment of
property are less disastrous if consummated in years when very
high tax rates give to these losses a "tax-saving" effect.
If the Government is willing to share the loss, perhaps to the
extent of 85^>, it is worth while seeing to it that the loss,
which must come soon, falls in that particular year.
Charges such as those just mentioned are considered
"extraordinary" items. Accounting practice has sanctioned the
charge of such items to surplus, wholly or in part. These
.<
.
-
,
.
t
-68 -
entries result in a strange relationship between reported
taxable income and reported financial income. The net income
figure becomes devoid of significance as any index of earning
power.
Illustrative problem . Following traditional methods
of accounting for income taxes, a company may be assumed to
refund a bond issue, incurring premium and expense of about
$2,000,000 in connection with the retirement of the old bonds.
On the books, this amount is set up as a deferred charge to
be amortized over a ten-year period. For income-tax purposes,
however, the expense (and premium) must be deducted in the
year of refunding, or not at all. For the sake of extreme
simplicity, gross income, operating expenses, and even the
tax rate may be assumed to be unchanged in the year following
the refunding. The tax rate is assumed to be 40%. This dis-
torted picture results:
INCOME STATEMENTS
Year of Following
Refunding Year
Gross income $10,000,000 $10,000,000
Costs and expenses:
Operating expenses .
Amortization - bond
premium and expense
8,000,000
- 0 -
8,000,000
200,000
Total $ 8,000,000 $ 8,200,000
Net profit before
income taxes ....
Income taxes
$ 2,000,000
- 0 -
$ 1,800,000
800,000*
Net income . . . $ 2,000,000 $ 1,000,000
(Per cent of gross in-
come) ... (20)
* 40% of ($1 , 800,000 j $200,000)
(10)
..
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In this problem, profits for the year of refunding
are inflated since the deduction of all bond expense eliminates
tax liability. Profits for the following year are reduced
because later tax returns can claim no benefit for amortiza-
tion of the bond expense. Consequently, each subsequent year
must bear a larger charge for taxes than its true share.
Established practice proved itself inadequate for the proper
presentation of financial statements reflecting the results
of such transactions.^4"0
Search for a Solution
The Committee on Accounting Procedure, American
Institute of Accountants, and the staff of the Securities
and Exchange Commission, working independently, devoted over
two years to the study of this problem. It was pointed out
that if all charges, "ordinary” and "extraordinary," were
included in the income statement, where the actual taxes are
shown, much of the difficulty would be avoided. However,
there was a strong feeling that since the justification for
charging "extraordinary" items to surplus is that they are
so large as to "distort" the income account if charged against
the operations of the year, some solution ought to be found
to prevent their "tax saving" from producing a similarly dis-
torted effect.
40. Crawford, W. J., "Recent Developments in Accounting for
Income Tax Provisions," N.A.C.A. Bulletin
,
27:758-59, May 1, 1946
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During the summer of 1944, SEC circulated for com-
ment a proposed release expressing the view that such situa-
tions should be dealt with in footnotes. The Institute Com-
mittee requested a hearing by the Commission, and submitted
a memorandum opposing the tentative release.
Professional Pronouncement
Accounting Research Bulletin No. 23, issued by the
Institute Committee in December, 1944, proposed that the prob-
lem be solved by displaying the tax effect of "extraordinary”
items, excluded from the statement of income, in either of
two ways:
(a) the current provision for income taxes may
be shown as if the item in question were not
deductible, indicating parenthetically the
amount legally due; or
(b) a charge may be included in the income state-
ment for an amount equal to the tax-saving
effect of the extraordinary items.
Method (b) was expressly preferred for deferred-
charge items, since it accords with the procedure previously
recommended for bond discount and expense, as set forth in
Bulletins 2 and 18. For items involving surplus charges,
either method might be used.
Applying these alternative methods to the illustra-
tive problem on page 68, these statements result:
.-
,
t
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Method. (a)
Net profit before income taxes . .
Provision for income taxes ....
(It is estimated that no tax is
actually payable for year 19
—
because bond premium and ex-
pense of $2,000,000 is allowable
as a tax deduction for this year;
this results in a tax reduction
of $800,000. The bond premium
and expense has been deferred,
and the related tax reduction
has been credited to a special
reserve.
)
Net income
(Per cent of gross income) ....
* 40% of $2,000,000 a $800,000
Deduct 10% of 800,000 80,000
$720,000
Method (b)
Net profit before income taxes . .
Provision for income taxes . . .
Portion of bond premium and expense
equal to tax reduction attribut-
able thereto (remainder deferred)
Net income
(Per cent of gross income) . . .
Year of Following
Refunding Year
$2,000,000 $1,800,000
800,000 720,000*
$1,200,000 $1,080,000
(12) (10.8)
Year of
Refunding
Following
Year
$2,000,000 $1,880,000*
800,000
800,000
$1,200,000 $1,080,000
(12) (10.8)
* After deducting from $2,000,000 amortization charge of
10% of ($2,000,000 - 800,000)
• c
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The basic principle of Bulletin No. 23 may be found
in the first sentence of the summary:
Income taxes are an expense which should be
allocated, when necessary and practicable, to in-
come and other accounts, as other expenses are
allocated.
^
From this basis, a somewhat startling conclusion
was reached:
The committee sees no objection to an allo-
cation which results in the division of a given
item into two parts one of which is larger than
the item itself and is offset by the smaller.
This consideration is especially persuasive where
it is apparent that a reduction in income taxes
was a major if not the predominant purpose of the
transaction which has not been reflected in the
income statement.^-2
Criticism of Bulletin No . 23 . The Institute Com-
mittee^ conclusion, the so-called "algebraic allocation,"
was seriously questioned by the Committee on Accounting Prin-
ciples and Practice of the New Jersey Society of Certified
Public Accountants. In comment, this Committee said:
... it would be difficult to find other expense
items which have a parallel feature where the
"part is greater than the whole.” . . . Some ac-
countants are concerned lest the suggested remedy
may not in itself carry with it misleading infer-
ences; others are concerned lest possibly the way
may be paved for the introduction of some of the
evils of "giving-effect” statements by assuming
with respect to other items that transactions which
occurred did not occur. ^*3
41. Accounting Research Bulletin No. 23, p. 183
42. Ibid
.
,
p. 187
43* "Comment on Accounting for Income Taxes,’" Journal of
Accountancy
.
79:238-39, March, 1945
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In addition, the New Jersey Committee pointed
out that in some cases pro-rata allocation may be more desir-
able than the assumption, implicit in Bulletin No. 23, that
the "extraordinary” item be assigned to the highest tax
bracket .
^
These objections are in accord with the dissenting
opinion of one of the members of the Committee which prepared
Bulletin No. 23 . Accounting periodicals of 1945 bear frequent
references to divided opinions on this Bulletin.
SEC * s Pronouncement
Accounting Series Release No. 33, November 16, 1945,
required thirty-four pages to set forth the view of the Secu-
rities and Exchange Commission's Chief Accountant. The Com-
mission developed its conclusions from the consideration of
facts in the registration statement of a public utility com-
pany, reflecting a material reduction of income taxes attrib-
utable to items charged to surplus and to a deferred-charge
account. The Commission did not consider the two methods
proposed in Bulletin No. 23 as equally acceptable. The Insti-
tuted concept of income taxes as an expense was questioned,
and the algebraic-allocation proposal was severely criticized.
After many pages of complex discussion, the Commis-
sion displayed an amended, and approved, income statement of
44 . Ibid .
,
p. 239
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the public utility company under discussion. This amended
statement was substantially in accord with Method (b) pro-
posed in Bulletin No. 23, but the Commission made no mention
of its acceptance of Method (b). The Commission allowed the
portion of the special charge equal to the tax reduction to
appear in the income statement under the classification "Other
deductions,” and labeled "Special charge," or "Amortization,
"
but refused to accept the same item under the classification
"Income Taxes," or bearing the caption, "Charges in lieu of
taxes.
"
In commenting on Release No. 53, one writer expressed
the Commission’s view, as he understood it:
You may say that the allocation is made because
of the tax reduction; you may say that the amount of
the allocation is the amount of the tax reduction;
but you must not say that the charge is a charge for
taxes or in lieu of taxes. 45
Conclusion
Both the Securities and Exchange Commission and the
accounting profession are breaking ground in dealing with
situations for which established practice proved inadequate.
Sharp conflict at times is inevitable, but it should not
obscure the very general agreement that does exist. However,
a broader question remains to be determined: the respective
roles of the profession and of regulatory bodies in the devel
opment of accounting principles.
45* May, George 0., "Authoritative Financial Accounting,"
Journal of Accountancy
.
82:109,
August
,
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charges AND CREDITS TO EARNED SURPLUS
The Problem
The propriety of carrying certain charges and
credits directly to earned surplus is a problem of current
interest. A recent study of the financial statements sub-
mitted to the Securities and Exchange Commission by 162 com-
panies for the years 1939-1944 showed that apparently similar
items were treated in different ways, not only by different
companies but even by the same company in different years,
and that different treatments of apparently similar items
were approved by the same certifying accountants.^ Other
than the charge for dividends and the credit for net income,
there is no uniformity regarding surplus charges and credits.
At the discretion of management and with the approval of
certifying accountants, charges and credits are being made
either to income or to earned surplus for nearly every con-
ceivable item that does not figure in current sales and cost
of sales. Apparently either treatment may be considered in
accordance with generally accepted accounting principles.
The problem is receiving considerable attention
because of the present importance of the income statement.
The net income figure will fluctuate widely depending upon
the variable treatment accorded these charges and credits.
46 . Werntz, William W.
,
and Earle C. King, "An Analysis of
Charges and Credits to Earned Surplus,”
New York Certified Public Accountant
,
16:485-98, September, 1946
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Professional Views
At present, there are apparently three views among
accountants on the propriety of charges and credits to surplus.
Some inveigh against using the account for any item of income
or expense, other than the net figure transferred from the
income account. A second group, the majority, seek to sort
charges and credits, somewhat arbitrarily, between the income
account and the surplus account. A third group still cling
to earned surplus as a convenient clearing account for almost
all non-operating items. Oddly enough, the size of the item,
not its inherent nature, gives rise to the difference of opin-
ion. As long as the item is comparatively immaterial, most
accountants consign it to the income statement.
American Accounting Association . In 1936, the
executive committee of the American Accounting Association,
an organization of accounting professors, attempted to formu-
late a group of interrelated principles applicable to finan-
cial statements. Among other matters, the committee proposed
the clearing of every item of income, expense, and loss
through the income statement, regardless of its nature or
amount .
^
The practicing portion of the profession viewed
the document as an academic venture toward theoretical per-
fection failing to distinguish between principles and their
practical applications. Nothing daunted, the Association
47. Tentative Statement of Accounting Principles Underlying
Corporate Financial Statements . 1936
.«
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repeated, in 1941, its proposal that
—
Earned surplus should be credited or charged
only with the following: the balance of periodic
net income; distributions to stockholders, includ-
ing amounts credited to paid-in capital upon the
issuance of stock dividends; amounts transferred
to and from earned-surplus reserves; and losses
recognized in recapitalizations.^-®
Lest surplus reserves be used to circumvent charges
to the income account, the Association expressly declared:
Reserves set aside to indicate the manner in
which profits have been invested or to reflect
contingencies are subdivisions of earned surplus
and should not be used for the absorption of
expenses or losses, or for the write-down of tan-
gible or intangible assets. Charges for all cost
amortization and asset values expired should be
by way of the income account . ^9
Furthermore, the Association stated that such reserves should
not be charged for losses or expenses anticipated when the
reserves were created. All losses or expenses should be
reflected in the income statement of the period in which they
are recognized.
In these statements the American Accounting Asso-
ciation has taken a positive stand for the strictly histori-
cal approach to this problem. All items of income and expense,
usual and unusual, large and small, are considered necessary
elements in a series of income statements which ought collec-
tively to reflect the results of actual operations as truly
48. "Accounting Principles Underlying Corporate Financial
Statements," Accounting Review
, 16:138,
June, 1941
49. Loc. cit
.< <
.
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and completely as possible.
The argument in support of this position is that
no current income statement can be so devised as to serve as
an index of present or future earning power: no figure of
today can be made to predict the figure of an always uncertain
tomorrow. Let the income statement do the one thing it really
can do: let it present one instalment of a series of income
statements, historically as accurate as close-range view per-
mits.
While it is inevitable that adjustments affecting
the operations of prior years will arise, that hindsight will
require the correction of some judgments reflected in past
statements, the -American Accounting Association believes that
these corrections and adjustments should be entered in the
income account of the year in which they are recognized as
necessary; otherwise, such entries are never reflected in the
historical series of income statements.
This proposal has the advantages of consistency and
simplicity. It has not yet been given a wide-spread try-out,
but the analysis of the statements of 162 companies, in the
study made by the Securities and Exchange Commission, dis-
closed the fact that 24 companies, about 15 per cent of the
entire group, found it unnecessary from 1939 to 1944 to carry
to surplus any items that affected the determination of in-
come. Each of these companies had items in the income account
similar in nature and size to those items which other companies
<.
.
>
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in the same industry group had carried to surplus. 50
American Institute of Accountants . Essentially the
mouthpiece of the practicing profession, the .American Institute
of Accountants agrees with the American Accounting Association
on the basic principle that charges and credits to surplus
should be avoided, but the Institute considers this principle
as setting an ideal often impossible of attainment.
In February, 1941, the Committee on Accounting Pro-
cedure issued Accounting Research Bulletin No. 8
,
as the
result of a study of the published statements of 500 corpora-
tions. The study revealed a considerable tendency toward the
practice of closely combining the annual income statement
with the statement of earned surplus. In describing the ad-
vantages of the combined statement of income and earned sur-
plus, the Committee stated:
Over the years it is plainly desirable that
all costs, expenses, and losses of a business,
other than those arising directly from its capital-
stock transactions, be charged against income.
However, the Committee doubted the practicability
of applying this principle with strict consistency:
If this principle could in practice be carried
out perfectly, there would be no charges against
earned surplus, except for distributions and appro-
priations of final net income. This is a theoreti-
cal ideal upon which all may agree, but because of
conditions impossible to foresee, it often fails of
attainment. 52
50. Werntz, William W.
,
and Earle C. King, ojd. cit .
, pp. 488,
493
51. Accounting Research Bulletin No. 8, p. 64
52. Loc. cit.
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The Committee on Accounting Procedure has not yet
defined proper charges against earned surplus. In Bulletin
No. 8 it merely stated:
. . . Such charges are from time to time found
to be a necessary though perhaps a debatable
feature of accounts. It “the Committee.! approves
the current tendency to discourage such charges
wherever possible. 53
In a number of instances in which the Instituted
Committee recommended that charges be made to the income
account, it added clauses like these:
... or if the amount is so large that it would
seriously distort the income for that year, to
earned surplus. 54
. . . unless such inclusion would result in a
distortion of the current income, in which event
the adjustment may be made through earned surplus. 55
In the event of complete loss of an invest-
ment in type (b) intangibles, a charge should be
made either in the income statement or to earned
surplus as, in the circumstances, may be appro-
priate. 5°
The Committee did not state why, or for what pur-
pose, the income statement would be distorted. It is probably
understood that recurring adjustments of prior periods, of
about the same amount each year, can go through the income
statement without causing distortion. Other types of special
53 • Bulletin No. 8, p. 64
54. Bulletin No. 2, p. 22
55. Bulletin No. 21, p. 173
56. Bulletin No. 24, p. 199
. . .
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entries, if material in amount, may "distort" the income
statement. The Committee has not defined "distortion" and
does not appear ready to do so. Meanwhile, it gives approval
to direct surplus entries for unusual and adjustment items
that have no obvious offset.
The Committee's position on this question is some-
what astraddle. Its endorsement of the combined statement
is a compromise arrangement in which adjustments affecting
prior years are made in the surplus account rather than in
the income account, but the surplus account is placed so
near to the income account that there is little chance of
having these adjustments overlooked .
^
"Earning-power " concept . The American Institute's
compromise does not satisfy proponents of the "earning-power"
concept of the income statement. Under the prospectus
approach, it is thought that the earning power of the business
should be indicated as the result of the ordinary flow of
operations. The fear is expressed that investors may be mis-
led by large and unusual losses in the income statement. It
is also claimed that earned surplus is the cistern into which
the buckets of annual earnings are poured, and that it is
logical to carry directly to surplus the cumulative correction
of those earnings.^
57. Williams, Robert W.
,
"Income Statement," in Cont emporary
Accounting (New York: 1945 ), Chap. 3> p. 7
58. Stempf, Victor H.
,
"Accounting Standards," Journal of
Accountancy
, 73:69, January, 1942
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Accountants of this school of thought give much
emphasis to the determination of the profits of the arbitrary
fiscal year and to net earnings per share. Such figures
become meaningless and even harmful when based upon calcula-
tions not restricted to the current year.
It must be admitted that ”earnings-per-share” fig-
ures are of interest to investors. The Securities and Exchange
Commission has been urged to use its influence to abolish the
practice of reporting "earnings per share.” The New York Stock
Exchange no longer requires listed companies to report this
figure, but newspapers and statistical services continue to
keep the public reminded of "earnings per share.”
SEC's Attitude
Accounting Series Releases . The view of the Secu-
rities and Exchange Commission on charges and credits to
surplus, rather than to income, has not yet been finally
stated. SE^s opinions on this problem have been guardedly
expressed, and with reference to particular cases only.
Negatively, Release No. 6, May 10, 1938, concerning
transactions in treasury stock, excluded such transactions
from both income and earned surplus.
Release No. 7, May 16, 1938, lists a number of
commonly cited deficiencies in financial statements filed
with the Commission. Included in the list are:
Charges made to surplus rather than profit
and loss for expenses or losses properly attrib-
utable to current operations.
--
.
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Crediting profit and loss rather than surplus
for sale of assets previously written off by a
charge to surplus.
Failure to describe in detail miscellaneous
additions to and deductions from surplus.
Unofficial comments . A few years later, SEC's
Chief Accountant, speaking before a professional association,
cited current deficiencies in statements coming to his atten-
tion:
In one case, a registrant made rather sub-
stantial outlays incident to the establishment of
a new retail outlet, charging these costs to earned
surplus. Presumptively such outlays were produc-
tive of revenue but the method of accounting em-
ployed forestalled their being shown as an offset
against those revenues or any revenues and so a
deficiency was cited. 59
In another case, the Chief Accountant scored the
inconsistent practice:
. . . The registrant charged a "loss on lease-
holds surrendered" to earned surplus, instead
of income. Such losses had consistently recurred
in previous periods and had been regularly charged
to income. In view of the apparently recurring
character of the charge it seemed clear that its
reflection in the income statement was to be pre-
ferred. °0
In commenting on another case, the Chief Accountant
recognized the increasing tendency to regard the income state-
ment as the single medium through which the income history of
the business is to be reported. Though admitting the claim
59. Werntz, William W.
,
"Some Current Deficiencies in Finan-
cial Statements," Journal of Accountancy
.
73:30, January, 1942
60. Loc. cit
..
-
C^;U
. i
<
. ,
-
.
-84-
that earning power is perhaps the most important single fact
revealed by the financial statements, he declared:
... To the extent losses are funneled through
more than one channel, the significance attaching
to reported profits will be correspondingly dimin-
ished. Therefore, we have generally given par-
ticular scrutiny to any expenses or losses not
reported through income. 1
The expression of "particular scrutiny to any expenses or
losses not reported through income," indicates that the Com-
mission has tolerated certain charges to surplus because they
have some "substantial authoritative support ."^2
Nevertheless, the genuine dissatisfaction of the
Commission with the "status quo" of surplus is clearly shown
in the unofficial statements made by the Chief Accountant in
reporting the study of the financial statements of the 162
companies selected for analysis of surplus charges.^ His
conclusions are:
(1) There now exist no generally agreed upon
accounting criteria as to when an item may
properly be excluded from the income state-
ment. I do not say that practice is hit or
miss, but that the effective considerations
do not appear to have been accounting prin-
ciples.
( 2 ) Accountants have been willing to certify
statements, either on the basis that they
conform to their own views in the matter,
or on the ground that in the absence of
effective criteria they are unable to
object
.
61. Ibid
.
, p. 30
62. Accounting Series Release No. 4 , April 23, 1938
63 . Werntz, William W.
,
and Earle C. King, ojd. cit
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(3) By a choice as between income and surplus,
it is possible to vary reported earnings
within very wide limits.
(4) Practice in this field is so devoid of any
unifying principle as to be readily suscep-
tible of misuse and misunderstanding to the
very probable detrime ' ~ ’ stors not
Conclusion
Accounting research committees and the staff of
the Securities and Exchange Commission have been devoting
much time and attention to the surplus-charge problem in
the last two or three years. The problem is a perennial
accounting issue, featuring in round-table discussions spon-
sored by the Commission and attended by representatives of
accounting organizations. Progress comes slowly and only
after much debate. The trend, however, is clear: charges
and credits to surplus, without passing through the income
statement, are to be questioned.
those items which are sufficiently "extraordinary” to justify
their exclusion from the current income statement. Moreover,
unusual items have a way of occurring with sufficient regu-
larity to require their recognition as incident to operation.
The dividing line between charges to income and charges to
earned surplus has not yet been determined to the satisfaction
of either the accounting profession or the Commission.
expert in accounting
The real difficulty lies in an attempt to classify
64 . Werntz, William W.
,
"Recent Developments in Accounting,”
Accounting Review
, 22:140* April, 1947
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CHAPTER IV
AUDITING PRACTICE
Financial statements included in registration
statements or annual reports filed with the Securities and
Exchange Commission must in most instances be certified by-
independent public accountants. Such certification is one
of the principal services rendered by the public accounting
profession, minimizing the possibility of error, misrepre-
sentation, and fraud in financial statements prepared by
management. In recent years auditing practices have been
the subject of considerable discussion both within the pro-
fession and without.
The central point in modern auditing history is
undoubtedly 1939, the year of the McKesson-Robbins episode.
The auditing aspects of this case indicated that minimum
standards needed immediate revision. The effect is evident
in improved practice today.
In this chapter it is proposed to consider the
views of the profession and of the Securities and Exchange
Commission concerning the independence of the accountant,
his review of internal check and control, and the necessity
of confirmation of receivables and inventories. These points
of auditing practice have been especially prominent in pro-
fessional literature and in the pronouncements of the Commis-
sion.
1,
.
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INDEPENDENCE
Definition
Accounting literature abounds in references to the
independence of the accountant, to circumstances which destroy
independence, to the importance of independence; but there are
very few, if any, attempts to define independence. It is much
easier to define its absence.
Perhaps independence could be defined as complete
disinterestedness and judicial impartiality on the part of
the certifying accountant in formulating and expressing his
opinion of the statements and accounts submitted for his
examination.
One writer describes this quality rather well:
Independence is largely subjective, a state
of mind, felt and exercised in personal and busi-
ness relationships; and in a civilized community
independence must be combined with respect for
the rights of others. There is only one standard
of independence in accounting practice, the stand-
ard of an honest man and one who respects the rights
of others whether he has immediate dealings with
them or not.l
This subjective independence of the accountant, this
intellectual honesty, this mental integrity, is difficult to
measure even with recourse to objective tests. One must con-
sider acts as evidence of the state of mind, but acts are
colored by circumstances. The acts and circumstances which
1. Broad, Samuel J., "Trends in Auditing and Reporting," in
Contemporary Accounting (New York: 1945)
Chap. 11, p.
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constitute fair grounds for presumption of loss of independ-
ence have been quite definitely determined by rules of pro-
fessional ethics and regulations of the Securities and
Exchange Commission.
\
Professional Ethics
Accepted rules of professional conduct prohibit
actions which might lead those outside the profession to
doubt the accountants independence. For this reason, the
acceptance of fees contingent upon results, except in tax
cases, is frowned upon. The accountant is enjoined not to
render an auditors report when he or his family has an actual
or potential material financial interest in the client. Rules
which forbid advertising, soliciting, and bidding for profes-
sional engagements serve to remove the accountant from subser-
2
vience to the client.
Independence has long been recognized as indispen-
sable to the public accountant. More recently, the concept
of independence has been clarified by discussion at profes-
sional conventions, and by the publication of many articles
in professional journals, and even professional books on the
subject. These discussions set forth independence as a stand-
ard for the measure of the unquestioned and unquestionable
fairness of the examination and consequent report. Neither
2. Hurdman, Frederick H.
,
"Independence of Auditors,” Journal
of Accountancy
. 73 : 55 » January, 1942
I .* ..
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axe-grinding nor lily-gilding is compatible with the attri-
3bute of impartiality which gives meaning to independence.
SEC Requirements
The requirement that financial statements prepared
in connection with issues of securities be certified by an
independent accountant was incorporated in the Securities
Act of 1933*^ Subsequent Acts administered by the Commission
also express the need for certification by independent account-
ants.
The Commission has interpreted independence as not
only the absence of conscious dependence on the wishes of the
client, but also freedom from unconscious bias resulting from
accountant-client relationships incompatible with independence
in fact.
^
Regulations . Regulation S-X, Rule 2-01 (b) states
SEC's idea of independence negatively:
The Commission will not recognize any certi-
fied public accountant or public accountant as
independent who is not in fact independent. For
example, an accountant will not be considered
independent with respect to any person in whom
he has any substantial interest, direct or indirect,
or with whom he is, or was during the period of
report, connected as a promoter, underwriter, voting
trustee, director, officer, or employee.
3. Kracke, E. A., "Auditing Standards," New York Certified
Public Accountant
.
16:681, December, 1946
4. Securities Act of 1933, Schedule A (23), (26)
5. Tenth Annual Report, SEC, p. 205
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Later, section (c) was added:
In determining whether an accountant is in
fact independent with respect to a particular
registrant, the Commission will give appropriate
consideration to all relevant circumstances
including evidence bearing on all relationships
between the accountant and that registrant, and
will not confine itself to the relationships
existing in connection with the filing of reports
with the Commission.
Accounting Series Releases . Several of the Releases
have dealt with the subject of independence of the accountant
in particular circumstances. Release No. 2, May 6, 1937,
stated that the Commission has taken the position that an
accountant cannot be deemed to be independent if he holds an
interest in the registrant that is significant with respect
to its total capital or his own personal fortune. A test
of one per cent of the accountants personal fortune was sug-
gested.
Release No. 22, March 14, 1941, set forth the opinion
that an accountant who is indemnified against all losses and
liabilities arising out of his certification, other than those
flowing from his own willful misstatements or omissions, can-
not be recognized as independent.
A number of Commission decisions were summarized in
this Release. Lack of independence had been imputed to account-
ants who were shareholders, officers, employees, or partners
or employees of such persons; accountants whose conscious
falsification rebutted the presumption of independence; those
who had completely subordinated their judgment to the desires
'.
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of the client; those whose families had substantial interest
in the client; accountants who had made loans to, or received
loans from, the client’s officers and directors; and account-
ants who had been used as a cloak to cover certain private
business dealings.
In Release No. 37 the Commission said:
Perhaps the most critical test of the actu-
ality of an accountant’s independence is the
strength of his insistence upon full disclosure
of transactions between the company and members
of its management as individuals; accession to
the wishes of the management in such cases must
inevitably raise a serious question as to whether
the accountant is in fact independent.
Release No. 1+7 also contains a summary of informal
decisions, hitherto unpublished. SEC’s concept of the account-
ant’s independence is further clarified by these decisions in
twenty representative cases. Here appears the decision that
the accountant who participated in the internal audit and
prepared internal reports cannot be considered independent
for the purpose of certifying the financial statements of the
registrant. A dividing line must be maintained between inter-
nal and external auditing.
Conclusion
Independence is the certified public accountant’s
stock in trade. He invites professional disaster if he per-
mits circumstances to cast doubt on his independence. Pre-
filing conference with SEC’s staff, in doubtful cases, not
only saves the accountant’s prestige but also avoids delay and
.-
.
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expense to the registrant.
In most of the cases in which SEC has decided that
there was lack of independence, the accounting profession is
ready to agree that the accountant acted unwisely, even though
perhaps with good intent. In some cases, however, the pro-
fession has not been entirely satisfied as to the sufficiency
of the evidence. There is a strong feeling that an account-
ant should be presumed to be independent until he is proved
otherwise. SEC’s view is that, given certain circumstances,
the accountant is presumed not to be independent. There is
also some concern among accountants that SEC's increasing
regulations are restricting the field for advisory and con-
structive services, so that the independent accountant no
longer feels free to advise and assist the client as formerly.
The Commission seems bent on isolating the independent audi-
tor from such relationship. A finding by the Commission that
an accountant is not independent because of the trust and
confidence placed in him and the supervisory control allowed
him by management should not be construed as a reflection on
his integrity, unless other circumstances support such con-
struction, but popular opinion is apt to take this view.
The subjective character of independence makes
measurement of this independence difficult and more or less
arbitrary, but certification of financial statements for
strangers to management and the accountant, to be valuable,
requires a rather strict standard of independence.
.<
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review OF INTERNAL CONTROL
Int ernal Control
Definition , Internal control, often referred to
as "internal check and control," has been defined by the
American Institute of Accountants as "those measures and
methods adopted within the organization itself to safeguard
the cash and other assets of the company, as well as to check
the clerical accuracy of the bookkeeping.
Requirements . Internal control requires the estab-
lishment of methods and procedures for insuring the complete
and accurate recording of all transactions. This is accom-
plished by a segregation of duties so as to insure a check
by one individual or department on the work of another. In
a very broad sense, internal control relates to the entire
plan whereby the four basic functions, buying, selling, fi-
nancing, and accounting, are each well defined and adminis-
tered by responsible executives and are subdivided function-
ally so that the responsibilities, routines, and required
approvals of each subdivision are a foil and check in rela-
tion to the others. In a narrower sense, the term applies
to the subdivision of clerical duties so that each employee’s
work is counterchecked by the work of another. No one person
should handle a complete cycle of operations involving funds.
6. Examination of Financial Statements
-C
<
(
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Purposes . The purposes of internal control, in the
order of importance, are these two:
(1) to aid in obtaining reliable reports; and
(2) to reduce the probability of frauds.
To obtain reliable reports, consideration must be
given to a realistic cost system, to practical inventory
controls, and strict regulation of capitalizing procedures.
To reduce the probability of frauds, controls must
be set up which prevent any employee who has access to cash
or other liquid asset, from having also the opportunity to
bury misappropriations in the accounts.
^
Internal Auditing
Definition . Internal auditing is not to be confused
with internal control. Internal auditing is the over-all
check by which the company auditor supplements the work of
internal control, testing the effectiveness of the controls
and striving to improve them, and verifying the accuracy of
8
those transactions which are not subject to internal control.
Benefits . A well devised system of internal audit
contributes much to the elimination of unintentional inaccur-
acies and lessens the likelihood of carefully planned fraud.
Internal auditors are thoroughly familiar with the problems
7. Bennett, Clinton W.
,
"Internal Control - Principles, Prac-
tical Adaptations, Cases," N.A.C.A. Bulle -
tin
. 23:1544-53, August 1, 1942
8. Sheehan, D. M.
,
"The Place of Internal Auditing," N.A.C.A.
Bulletin
. 27:118, October 1, 1945
.,
« ,
- :
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of their own company and are well qualified to offer sugges-
tions to branch accountants regarding the solution of local
problems without compromise of company policies. Effective
internal auditing provides management with informative re-
ports and reduces the detail work and consequent expense of
the external, independent examination.
Independent Auditor’s Review
The independent auditor has always had to consider
internal procedures. In earlier days, when there was little
in the way of internal auditing and control, the independent
auditor was confronted by the necessity for detailed auditing.
The growth of business has made detailed auditing impracti-
cable; the development of internal controls and internal
auditing has rendered detailed external auditing unnecessary.
Today’s program is one of test and analysis.^
The independent auditor’s review of internal control
requires the determination of three measures of his responsi-
bility:
(1) The extent of the checking he should give to
internal controls.
(2) The extent of the reliance he may place upon
internal controls.
(3) The extent of the assistance he may give to
and receive from the internal audit staff.
9. Brink, Victor Z.
,
”The Independent Auditor’s Review of
Internal Control,” Journal of Accountancy
.
73:430, May, 1942
.«
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Professional View
External check * In 1916, it had already been estab-
lished that the extent of the external audit depends upon the
system of internal check.^ Various publications of the Ameri-
can Institute of Accountants have recognized this relationship.
The Institute booklet, Examination of Financial
Statements
, 1936, stated:
An important factor to be considered by an
accountant in formulating his program is the
nature and extent of the internal check and con-
trol in the organization under examination. The
more extensive a company’s system of accounting
and internal control, the less extensive will be
the detailed checking necessary.il
In 1939, the Committee on Auditing Procedure pub-
lished ’’Extensions of Auditing Procedure,” the first of a
series of statements on auditing. The Committee declared:
It is the duty of the independent auditor
to review the system of internal check and account-
ing control so as to determine the extent to which
he considers that he is entitled to rely upon it. 12
A perusal of the internal auditor’s reports, a test
of the effectiveness of the internal check and control, and
tests designed to show that the internal auditor has actually
carried out the work, should ordinarily be sufficient .13
10. Bennett, Clinton W.
,
o j>. oit
.
,
p. 1540
11. Examination of Financial Statements
, p. 8
12. St at ement on Auditing Procedure No. 1, p. 5
13. Peloubet, Maurice E.
,
"External and Internal Auditors Now
and After the War.” Journal of Accountancy,
79:391-94, May, 1945
..
t . , . t
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Reliance. The independent auditor must satisfy
himself that the internal audit staff is composed of able men,
adequately trained. He must determine that it functions freely,
effectively, and objectively. He is then entitled to rely upon
its work, to accept its statements and schedules, as he might
do in the case of another accounting firm which he considers
responsible and reliable. When controls are adequate, as
revealed by a reasonable amount of testing, the independent
accountant has a right to rely on the factual correctness of
the accounts and records, and on the consistency with which
stated methods, practices and bases have been applied.
Assistance . The independent auditor is in a posi-
tion to give to the internal staff the benefit of his broader
experience. His suggestions for improvement of controls and
techniques can be a valuable service to management. On the
other hand, he is entitled to use detailed reports and sched-
ules prepared by members of the internal staff and to accept
information and explanations from them. On technical matters
peculiar to the industry of the client, the internal staff is
usually much better informed. ’’The essence of co-operation
between the controller and his internal auditing staff on the
one hand, and the external auditor, on the other, lies in the
degree to which the former may marshal and co-ordinate the
evidence and analyses of accounts to expedite the work of
14. Ibid .
, p. 393
<. t
«
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the external auditor. ”-*-5 The accounting profession believes
that sterling integrity, prudence, and sound judgment should
guide the independent accountant in deciding the extent to
which he may give or receive assistance without compromising
his professional independence.
SEC’s View
External check . In the summary of findings and con-
clusions of the McKesson-Robbins case, the Securities and
Exchange Commission set forth its view of the independent
accountant’s duty to check the internal controls. The Commis-
sion said, in part:
We are convinced by the record that the review
of the system of internal check and control at the
Bridgeport offices of McKesson and Robbins was car-
ried out in an unsatisfactory manner. The testimony
of the experts leads us to the further conclusion
that this vital and basic problem of all audits for
the purpose of certifying financial statements has
been treated in entirely too casual a manner by many
accountants. Since in examinations of financial
statements of corporations whose securities are pub-
licly owned, the procedures of testing and sampling
are employed in most cases, it appears to us that
the necessity for a comprehensive knowledge of the
client’s system of internal check and control cannot
be overemphasized.
The Commission believes that the independent accountant’s re-
sponsibility to public investors requires that he include the
activities of management itself within the scope of his work.
15. Stempf, Victor H.
,
Chairman, ’’Internal Control - A Panel
Discussion,” N.A.C.A. Bulletin , 21:1543,
August 15, 1940
16. Accounting Series Release No. 19, B. 4
.-
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Concerning the review procedure in this case, the
Commission declared:
It is our opinion that the partner in charge
in this case was not sufficiently familiar with
the business practices of the industry in question
and was not sufficiently concerned with the basic
problems of internal check and control to make the
searching review which an engagement requires. 17
The facts disclosed in the McKesson-Robbins case
revealed not only the independent accountant’s negligence in
checking internal control, but also the lack of the essentials
of an internal control system and the total absence of an
internal auditing staff. It is not well known that the con-
troller of McKesson & Robbins, Inc., had repeatedly requested
a staff of internal auditors, but his plan had been resisted
as too expensive, even by those not connected with the fraud.
A corps of internal auditors, given proper authority, should
have readily detected the defalcations long before they reached
the fantastic figure of $21, 000, 000.
^
Reliance . The Securities and Exchange Commission
acknowledges the independent accountant’s right to rely on
a system of internal check and control once he has satisfied
himself of its effective operation by reasonably comprehensive
tests. The Commission recognizes that it is completely imprac-
tical and entirely undesirable for the external auditor to
17. Ibid., B. 12
18. Werntz, William W.
,
"Viewpoint of the Securities and Ex-
change Commission on Internal Auditing,”
Journal of Accountancy
, 76:474, December,
1943
C : C .
-
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duplicate the detailed work done by the internal auditing
staff. Regulation S-X
,
Rule 2-02 (b) affirms this view:
In determining the scope of the audit necessary,
appropriate consideration shall be given to the ade-
quacy of the system of internal check and control.
Due weight may be given to an internal system of audit
regularly maintained by means of auditors employed on
the registrant’s own staff. The accountant shall re-
view the accounting procedures followed by the per-
son or persons whose statements are certified and by
appropriate measures shall satisfy himself that such
accounting procedures are in fact being followed.
Assistance . The Securities and Exchange Commission
is frankly suspicious of assistance given by the independent
accountant to the internal accounting staff, and likewise of
help received from the internal group. SEC apparently regards
it improper for the independent accountant to request the in-
ternal auditor to assist in a specific check of some record,
but permits him to accept such work already done as part of
the internal audit work. 7 The line of distinction between
the internal auditing staff and the external, independent
accountant must not be lost lest the accountant’s independence
be compromised.
Report of the Review
The accounting profession considers that the portion
of the auditor’s report: ”We . . . have reviewed the system
of internal control,” does not necessarily mean that the auditor
19. ’’Internal Control and Internal Auditing,” professional
comment, New York Certified Public
Accountant
, 16:398, July, 1946
.1
«
'. 5 . i >if
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approves of the particular system of internal control, but
that he has examined it to determine the nature and extent
of the external audit appropriate under the circumstances. 2^
SEC’s Chief Accountant has taken this statement of
review of internal control to mean that a system of internal
control exists and operates effectively. If the system is
highly inadequate, the Commission believes that the account-
ant’s report should clearly indicate that unsatisfactory con-
21ditions necessitated a more extended audit than usual.
Conclusions
The work of internal and external auditors is
complementary. Together they provide assurance as to the
fairness of financial statements. However, each renders a
distinctive service that cannot be entirely performed by the
other.
The accounting profession and the Securities and
Exchange Commission are in substantial agreement in the matter
of reliance on the work of the internal audit staff and inves-
tigation of internal controls. On the use of the client’s
staff, the Commission has placed certain restrictions. On
work not to be submitted to SEC, the profession believes that
integrity, prudence, and judgment should guide the auditor.
20. Brink, Victor Z.
,
op. cit
. ,
p. 443
21. Werntz, William W.
,
op. pit., p. 472
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CONFIRMATION OF RECEIVABLES
Definitions
Receivables ordinarily refers to money claims result-
ing from the sale of goods or services, specifically to trade
accounts and notes not yet matured for collection.
Confirmation implies direct communication with the
debtor to verify the existence and the amount of the debt.
Pre-1939 Practice
Prior to 1939, the extent of verification of the
existence and authenticity of receivables consisted chiefly
of an examination of the clients records. While it was recog-
nized that communication with the client is the most conclu-
sive assurance of the debt, this practice was limited almost
. . . 22
entirely to the audits of stock brokerage firms.
The practice was not extended to other business
audits, unless grave irregularities were suspected, both because
of the extra expense and for fear of losing goodwill by annoy-
ing customers or causing them to suspect irregularities. The
necessity for such confirmation was not too well established.
The very novelty of the practice had to be overcome so that
undue emphasis would not be attached to the procedure. Its
practicality remained to be demonstrated. ^3
22. McCormack, Edward F., "The Audit of Receivables," New York
Certified Public Accountant
, 16:429,
August, 1946
23. Bell, William H.
,
and Ralph S. Johns, Auditing
(New York: 1941) pp. 154-33
--
.
*
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McKesson & Robbins
,
Inc .
On December 5, 1938, the public was shocked by the
exposure of the great fraud engineered by the president of
McKesson & Robbins, Inc. The case was spectacular. There had
been fictitious sales through dummy concerns, fictitious col-
lections from fictitious accounts receivable, fictitious pay-
ments for fictitious purchases from fictitious vendors, all
cleared through a fictitious bank, all arising from a wholly
fictitious crude drug business by means of which several mil-
lion dollars in cash had been siphoned away from the company.
The company’s financial statements for the year
ended December 31, 1937, filed with the Securities and Exchange
Commission and with the New York Stock Exchange, and issued to
stockholders, contained these fictitious items: cash in bank,
$75,000; inventories, $10,000,000; and accounts receivable,
$9,000,000. By the time of the exposure of the fraud a year
later, the fictitious items had reached approximately
$21,000,000, about one-fourth of the total book assets.
The financial statements had been "certified" by
Price, Waterhouse & Co., the firm which had served McKesson
& Robbins, Inc. for more than a dozen years.
The Securities and Exchange Commission held formal
hearings on the case from January 5, 1939, through April 25,
1939. The record of the public hearings is contained in
4,587 pages of testimony and more than three thousand pages
of exhibits.
.
,
.
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The accounting firm maintained that a balance-sheet
examination cannot be expected to detect a falsification of
records concealing an inflation of assets and of earnings if
accomplished by a widespread conspiracy carried on by the
chief executive and key officials in a company. A detailed
audit would be required. Such cases are so rare that there
is no economic justification for the amount of auditing work
O I
required. So ran their testimony. ^
It was apparent, however, that the fraud could not
have been perpetrated if there had been actual confirmation of
inventories and direct communication with debtors, for the
bulk of the fraud was buried in these two items.
Public interest in the case ran high, and serious
and searching discussions in professional accounting circles
clarified objectives, defined responsibilities, and recommended
positive improvements in auditing techniques. Confirmation of
receivables received its full share of attention.
Professional View
The Committee on Auditing Procedure, American Insti-
tute of Accountants, prepared a statement, "Extensions of
Auditing Procedure,” which was formally adopted by the Insti-
tute on May 9, 1939. This report recommended that "recognition
should be given to the widespread demand for an extension of
24. Accounting Series Release No. 19, December 5, 1940
also
Tenth .annual Report
,
SEC, pp. 194-95, 199, 202-203
.
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auditing procedures with regard to inventory and receivables,”
even though opposition to the additional expense might be
expected on the part of clients.
Statement No. 2, issued in December, 1939, also
contained the recommendation to confirm inventories and re-
ceivables, and emphasized the effect of omission of these pro-
cedures. Where these items represent a significant portion
of current assets, omission of confirmation is sufficient to
negative an expression of opinion; none should be given in the
"informative report” rendered.
Later statements applied these "extensions” to par-
ticular types of business situations.
The size and number of the individual accounts re-
ceivable, and the effectiveness of the internal controls,
should determine the type and extent of the confirmation pro-
cedure. Where the accounts are few in number but each is sub-
stantial in amount, direct positive confirmation is expected,
requesting the debtor to confirm the accuracy of the balance
shown. When the accounts are numerous but each is relatively
small in amount, negative confirmation is usually sufficient:
the customer is asked to inform the accountant only in case
the amount is incorrectly stated. 2 ^
Where internal controls have been proved to be in
effective operation, the percentage of receivables confirmed
25. Statement on Auditing Procedure No. 19
:• •
.
•
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may be considerably reduced. Retail merchants believe that
ten per cent is sufficient for their accounts. Public utility
companies, with nearly half a million small accounts, may have
these accounts adequately confirmed by a test check of one or
two per cent, a test which serves also as a check of the inter-
nal controls. Where the initial test discloses difficulties
with the system of internal control, more extended confirmation
4 . , 26is required.
The accounting profession adopted the extended con-
firmation procedure promptly and met with surprisingly little
opposition from clients. Public opinion on this point had
also been modified by the McKesson-Robbins exposure. The
practicality of the procedure had been well demonstrated.
The first statement of the Committee on Auditing
Procedure expressed the opinion that the accountant’s report
need not contain an explanation as to the omission of the
confirmation procedure, provided the accountant had satisfied
27himself by other means. Later, in Statement No. 12, this
explanation was recommended in order to remove the impression
of a different standard from that proposed by SEC’s revised
regulations. During the war, confirmation of receivables
from governmental agencies was impossible; this situation
had to be recognized as an exception.
26. Stans, Maurice H.
,
’’Receivables," in Contemporary Account -
ing (New York: 1945), Chap. 14, p. 7
27* Statement on Auditing Procedure No. 1, p. 11
..
.
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SEC »s View
The Securities and Exchange Commission set forth
its view on the confirmation of receivables in its published
findings and conclusions in the McKesson-Robbins case:
Viewed as a whole, the audit program for
accounts receivable as used by Price, Waterhouse
& Co. conformed to then generally accepted pro-
cedures for an examination of financial state-
ments, although confirmation of the accounts was
not included in the program. The facts of this
case, however, demonstrate the utility of circu-
larization and the wisdom of the profession in
subsequently adopting confirmation of accounts
and notes receivable as a required procedure
”... wherever practicable and reasonable, and
where the aggregate amount of notes and accounts
receivable represents a significant proportion
of the current assets or of the total assets of
a concern . . .”28
Under Regulation S-X, Rule 2-02 (b), as revised
February 5, 1941, the accountants certificate shall contain
—
... a reasonably comprehensive statement as to
the scope of the audit made including, if with
respect to significant items in the financial
statements any auditing procedures generally rec-
ognized as normal have been omitted, a specific
designation of such procedures and of the reasons
for their omission . . .
Consequently, if the extended procedures regarding confirma-
tion of inventories and receivables are not carried out because
the accountant does not consider them practical and reasonable
under particular circumstances, he must disclose this omission
even though he has satisfied himself by other methods, since
confirmation is "generally recognized as normal.”
28. Accounting Series Release No. 19, B-6
.t
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Conclusion
The tremendous development of business under a credit
economy has given to receivables significance in the balance
sheet, while in their relatiQn to sales they have become an
important factor of the audit of the operating statement.
The impact of the McKesson-Robbins case was suffi-
cient to clarify professional thought and modify public opin-
ion regarding the practicality of confirmation of receivables.
Though war conditions caused a temporary setback, the practice
is generally regarded as standard.
While confirmation is required only "wherever prac-
ticable and reasonable," in normal business times it is nearly
always both practicable and reasonable. Client’s objection to
additional trouble and expense melts away before the require-
ments of the Securities and Exchange Commission. In this
respect, the Commission has strengthened the hand of the inde-
pendent accountant.
The audit of the client’s "paper work" for receivables
has not been outmoded by the establishment of the confirmation
procedure. The public accountant must make sufficient tests of
the supporting records to determine that charges to receivables
have been reflected in credits to sales or services. Confirma-
tion is a supplementary safeguard.
The Securities and Exchange Commission and the account
ing profession are in substantial agreement on the necessity of,
and the techniques to be employed in, the confirmation procedure
*.
'
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CONFIRMATION OF INVENTORIES
Definition
Commonly understood, the word "inventories” means
stocks of goods of any kind, but especially merchandise bought
for resale, finished and partly finished goods manufactured
for sale in the normal course of business, and materials and
supplies purchased for use in production.
Pre-1939 Practice
Prior to 1939, the auditor’s principal source of
information as to the existence and valuation of the inven-
tories was in the accounts, records, and supporting docu-
ments. 3° From the very nature of the item, the accounting
profession believed that the auditor could not assume the
same responsibility with respect to inventories as with other
assets. In the main, quality, condition, ownership, and quan-
tity of inventories were considered the responsibility of
management; valuation, the concern of the accountant. It was
well established that if an unsuitable or improper method of
pricing or valuation was used in a statement, the auditor who
failed to call attention to this fault had failed in his duty. 31
Many auditors felt that added assurance as to the
29. Montgomery, Robert H.
,
Auditing Theory and Practice
.
6th ed. (New York: 1940TTp* 131
30. Stempf, Victor H.
,
"Extensions of Auditing Procedure,"
Journal of Accountancy
, 69:11, January,
1940
31* Peloubet, Maurice E., "Inventories and the Auditor,"
Journal of Accountancy
, 68:14-15,
July, 1939
..
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quantity and condition of the inventories might be obtained
through physical observation, preferably at the time of inven-
tory taking by the client* s employees. Confirmation of quan-
tities was sometimes made on a small scale, but was seldom
mentioned. Usually the auditor did not feel qualified to
identify technical materials, nor to pass on their grade or
condition.
Yet the inventory is an important item. Frequently
it is the largest of the current assets, often one-half or more
of the total. Moreover, the difference between the facts and
the more favorable picture a company may wish to present can
be concealed in the inventory more readily than in any other
place. Pre-1939 practice allowed such concealment, not dis-
closed by an audit of the records, to go unchecked.
McKesson & Robbins
.
Inc .
In the case of McKesson & Robbins, Inc., the dif-
ference buried in the inventory account was $10,000,000. This
was a striking example of the failure of **paper work** to pro-
vide effective check on the fraudulent misstatement of inven-
tories.
As mentioned in the discussion of confirmation of
receivables, the facts of this case made it apparent that
physical contact with the inventories would have revealed the
gross misstatement of values in non-existent warehouses and
non-existent consignments.
-e
-Ill-
Popular excitement over the McKesson-Robbins case
brought an avalanche of severe criticism of accounting methods
which failed to detect such fraud. Both the Securities and
Exchange Commission and the American Institute of Accountants
gave long and serious consideration to the problem of auditing
inventories.
Professional View
In "Extensions of Auditing Procedure," published in
October, 1939, the American Institute’s Committee stated:
Added steps may well be taken to give greater
assurance with regard to inventories. The extent
of such additional procedures will necessarily
vary with the circumstances, because the independ-
ent auditor is justified in giving consideration
to the effectiveness of the internal check and
control as applied not only to book records, but
also to the procedure of taking physical invento-
ries.^ 2
The Committee reaffirmed the professional view of
the accountant’s responsibility as to materials and their
condition:
. . . The training and experience of an independ-
ent certified public accountant do not qualify
him as a general appraiser, valuer, or expert in
materials. 33
The confirmation procedure, as the report states,
has for its sole purpose the satisfaction of the accountant
as to the credibility of the representations of management.
32. Statement on Auditing Procedure No. 1, p. 5
33. Loc. cit
.
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As to the method of confirmation to be employed by
the certifying accountant, the Committee recommended:
That hereafter ... it should be generally
accepted auditing procedure that, in addition to
making auditing tests and checks of the inventory
accounts and records, he shall, wherever practi-
cable and reasonable, be present, either in person
or by his representatives, at the inventory-taking
and by suitable observation and inquiry satisfy
himself as to the effectiveness of the methods of
inventory-taking and as to the measure of reliance
which may be placed upon the clients representa-
tions as to inventories and upon the records there-
of. In this connection the independent certified
public accountant may require physical tests of
inventories to be made under his observation.-^
Accountants readily accepted this recommendation
to verify the existence of the inventory and to observe the
making of tests as to accuracy of quantities. The profession
realizes that the inventory undoubtedly constitutes the most
uncertain factor in the determination of the financial con-
dition and that falsification of quantities is a likely way
to conceal irregularities.^
One writer says:
In general, the time spent in making tests in
the plant is worth a great deal more in substanti-
ation of inventory values than the same amount of
time spent in the office. If there is any gross
carelessness or dishonesty, it is much more likely
to be discovered by suitable investigation in the
plant. If one or two men at the head of the busi-
ness are dishonest, they can falsify the inventory
totals, as shown on the inventory sheets, by a very
few changes made in the office, but it is practically
34* Ibid., pp. 3-6
35* Bell, William H.
,
and Ralph S. Johns, Auditing
(New York: 1941), p. 178
.,
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impossible for them to falsify all the records
out in the plant, and no man would dare to take
into his confidence in a conspiracy all of the
various people handling stocks in the plant. 3°
The nature and extent of the independent accountant's
physical tests and observations of inventory taking depend in
part on the existence of effective internal controls and the
maintenance of a well-functioning perpetual inventory system.
Where these exist, the accountant's tests may be reduced to
the minimum consistent with reasonable assurance, but they
may not be entirely eliminated. 3?
In situations where the inventories are of such a
character that the auditor cannot pass judgment on them, he
may well arrange with his client for the assistance of an
appraiser, expert in the field of the examination. The state-
ment, "Extensions of Auditing Procedure," definitely declared:
It should be clearly understood that in under-
taking these auditing procedures regarding inven-
tories, the independent certified public accountant
does so for the purpose of satisfying himself as
to the credibility of the representations of the
management regarding quantity and condition and does
not hold himself out as a general appraiser, valuer,
or expert in materials. 3©
During the war, conditions made it impractical, if
not impossible, to take physical inventories in many industries.
Actual confirmation of inventories was also out of the question.
36. Wellington, C. Oliver, "Inventories," in Contemporary
Accounting (New York: 1945), Chap. 15, p.4
37. Montgomery, Robert H.
,
0£. cit . , p. 140
38.
Statement on Auditing Procedure No. 1, p. 7
<<
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A special bulletin, "Physical Inventories in Wartime," issued
by the Committee on Auditing Procedure in December, 1942,
declared that this inevitable omission was nevertheless
—
... a departure from generally accepted auditing
procedures which should be disclosed in the section
of the report dealing with the scope of the exami-
nation, regardless of alternative procedures under-
taken and regardless of whether the accountant has
otherwise satisfied himself as to the fairness of
the inventory amounts. 39
SEC’s View
In summarizing the findings in the McKesson-Robbins
case, the Securities and Exchange Commission devoted a section
to the problem of inventories:
Price, Waterhouse & Co.’s audit program for
the verification of inventories was essentially
that which was prescribed by generally accepted
auditing practice for the period. However, we
find that a substantial difference of opinion
existed among accountants during this time as to
the extent of the auditors’ duties and responsi-
bilities in connection with physical verification
of quantities, quality, and condition.^-0
The Commission outlined two opposing professional
views and stated its own position:
Price, Waterhouse & Co., in common with a substan-
tial portion of the profession, took the position
that the verification of quantities, quality, and
condition of inventories should be confined to the
records. There was, however, a substantial body of
equally authoritative opinion which supported the
view, which we endorse, that auditors should gain
physical contact with the inventory either by test
counts, by observation of the inventory taking, or
by a combination of these methods.
39. Statement on Auditing Procedure No. 17, p. 124
40. Accounting Series Release No. 19, B. 8
41. Loc. cit.
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As to the scope of the tests required, the Commis-
sion stated that it did not expect them to be unduly extensive
or intensive:
Meticulous verification of the inventory was not
needed in this case to discover the fraud. We
are not satisfied, therefore, that even under
Price, Waterhouse & Co.*s views, other accountants
would condone their failure to make inquiries of
the employees who actually took the inventory and
to determine by inspection whether there was an
inventory as represented by the client. 42
Endorsing the Instituted statement, "Extensions of
Auditing Procedure," the Commission said: "We commend the
action of the profession in subsequently adopting, as normal,
procedures requiring physical contact with clients 1 inven-
tories. ”43
The Commission concluded its findings in this case:
We do feel . . . that there should be a
material advance in the development of auditing
procedures whereby the facts disclosed by the
records and documents of the firm being examined
are to a greater extent checked by the auditors
through physical inspection or independent con-
firmation. The time has long passed, if it ever
existed, when the basis of an audit was restricted
to the material appearing in the books and records.^
During 1940, the Commission considered the inventory
problem in another case, less spectacular than the McKesson-
Robbins case. Officials of the Illinois Zinc Company had
concealed abnormal losses of zinc concentrate by overstating
42. Ibid., B. 8
43. Loc . cit .
44* Ibid., C. Conclusions
.,
.
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inventories. The Commission "held that a thorough audit
would have required inspection by accountants of the regis-
trant’s plant and products and appropriate verification of
inventory quantities. "45 in discussing this case, the Com-
mission remarked:
A mere glance at the pile of concentrates . . .
which at the time of the audit contained in the
neighborhood of 250 tons, would have revealed to any-
one at all familiar with the general character of
the registrant’s products that the book inventory of
some 1,450 tons was incorrect. 4°
Conclusion
For many years the accounting profession acknowl-
edged confirmation of inventories as desirable, but minimum
standards—evidenced by very general practice before 1939
—
left confirmation optional. The impact of public opinion in
the McKesson-Robbins case and the decision of SEC in that and
similar cases shifted the emphasis from reliance on books and
records to greater reliance on physical tests. SEC’s authori-
tative influence has been a decided factor in obtaining the
immediate and general acceptance of this confirmation proce-
dure.
While professional associations and regulatory
bodies have contributed substantially to progress in this
matter, much must always remain to be determined by the
judgment of the public accountant.
45* In the Matter of Illinois Zinc Co. , 6 SEC 850 (1940)
46 . Loc. cit.
-.
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CHAPTER V
CONCLUSION
Financial accounting, once "a field of shadowy
outlines,” as George 0. May termed it ten years ago, has since
become the focus of some brilliant floodlights, the most power-
ful operated by press-button mechanism under the almost-absolute
control of the Securities and Exchange Commission. The area
of shadowy outlines has shrunken considerably, giving way to
much light, some glare, and a few very sharp shadows where
the rays strike something opaque. The outlook is clearer,
but less imaginative, and the glare is a bit trying. Perhaps
a little less power would do.
The Securities and Exchange Commission has exerted
more influence over corporate accounting than any other regu-
latory body. The accounting problems considered in Chapter III
give a cross section of this influence.
In the perplexing question of stock dividends, SEC
has shown moderation and restraint, allowing the profession
and the Stock Exchange to work out their own problem unhindered,
but co-operating in establishing the acceptance of their solu-
tion. In quasi-reorganizations, SEC has helped in clarifying
the point that earned surplus must first be exhausted before
capital surplus may be charged for write-downs. In regard to
the proper procedure in amortization of intangibles, SEC has
merely added to the confusion by proposing to charge either
-.
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earnings or earned surplus, and mixing force with "voluntary"
amortization. In the "tax-saving" problem, the Commission
clashed with the profession, unnecessarily and rather badly,
in a "Do-what-I-tell-you-and-never-mind-why, " sort of way.
The effect of such action may block initiative and experimen-
tation in professional circles. As for the question of
charges and credits to earned surplus, neither the accounting
profession nor the Securities and Exchange Commission has yet
a ready answer.
In the field of auditing, the Commission has placed
some rather arbitrary restrictions on the independent account-
ant whom it would isolate from all contagion. These restric-
tions carry over into his relations with the internal account-
ing staff: he must be very chary about asking their help, but
may accept what help they have already given without special
request. SEC has been of real assistance to the profession
in obtaining general acceptance of the acknowledged, but
formerly not too popular, practices of confirmation of receiv-
ables and physical contact with inventories.
The Securities and Exchange Commission has helped to
focus thought and practice in marginal areas where much freedom
formerly prevailed, justified to a certain extent by variations
in circumstances. Increasing regulations have a tendency to
limit still further opportunities for individual judgment.
Improved standards are desirable, but enforced standarization
may be but questionable gain.
.1 J3
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